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The Policy of Regional Development 
A Case-Study: Southern Italy 


1. The New Policy for the South 


After the Second World War, public opinion and Italian poli- 
tical circles showed an unexpected revival of interest in the age-old 
problem of the backwardness of the South. After the political 
unification of the country exactly a century ago, the economy of 
the different Italian regions had not yet been welded together into 
a homogeneous system. The unification of the internal market, 
effected by the sudden abolition of customs barriers between the 
seven states, into which Italy was still divided half-way through the 
1gth century, did not achieve equality of economic opportunity in 
the country as a whole. This state of affairs was fairly obvious even 
thirty years after the political unification. The generation of the 
Risorgimento observed with some bitterness that the Italian economy 
was developing according to a dualistic pattern, and as early as 
the end of last century some of the main representative writers of 
the generation which had made Italy started to raise the “ Southern 
question ”. These voices were silenced by the outbreak of the First 
World War. And the “ question ” was not discussed in the interwar 
period, when no subjects of political agitation could be openly 
voiced, but it was brought to the notice of public opinion again 
immediately after the end of the Second World War. 

In the reconstruction of Italy, it became more and more clear 
that it was not possible to avoid raising, deliberately and openly, 
the problem of a specific economic policy for the South. In order 
to define the magnitude of the problem, it may be worth while 
recalling that the territory of the South covers 41 per cent of the 
area of Italy and includes 37 per cent of the population (with about 
19 million inhabitants). The per capita income of the population 
of the South was estimated in 1950 as equal to 47 per cent of the 
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per capita income of the Northern regions. The seriousness of the 
economic position of the South was aggravated not only by a less 
generous endowment of natural resources, but also by a higher 
rate of increase of population — 9 per 1,000 against 6 per 1,000 for 
the rest of the country. In the economy of the South, the pressure 
of population on resources is more keenly felt than in all the rest 
of the country, and arouses the vicious circle of poverty. Hence, 
the South has all the characteristics of underdeveloped countries 
as a result of excess population. 

Between 1944 and 1949, certain emergency measures were taken 
to deal with the most elementary organizational deficiencies (e.g. the 
complete lack of institutions for industrial credit and the shortage 
of capital, and hence extremely high rates of interest). Following 
up these measures, the Italian Government, in 1950, approached the 
“Southern question” from a new angle. The South was regarded 
as one vast region all of which needed to be re-integrated in the 
economic circuit of the country. 

This “ new policy ” was initiated by the law of 10 August 1950, 
No. 646, which set up the “ Cassa per il Mezzogiorno” (the Fund 
for the South) with its own legal status. It was given the task of 
carrying out a vast plan of extraordinary measures under the control 
of a “Committee of Ministers for the South” which is responsible 
for the Cassa to Parliament. 

The analysis of this new policy must take as its point of depar- 
ture a study of its objectives. 


2. Analysis of the Aims of the «New Policy ~ 


The 1950 law opens up, for the first time in the attempts to 
assist the South, the possibility of long-term programming of invest- 
ments. In fact, the law states the responsibility of the State to 
supply the Cassa with funds for a period of ten years which was 
extended to twelve and later to fifteen years. Article 1 of this law 
lays down that the authority delegated to the Committee of Ministers 
is designed to secure the formulation and execution of a “ general 
plan ” of extraordinary works. The same article defines the aim of 
the plan in the following terms: The extraordinary works making up 
the plan will be so conceived as “ specifically to further the economic 
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and social progress of Southern Italy”. Hence, the plan will be 
co-ordinated “ with the programmes of works prepared by the public 
authorities ”. 

The next paragraph of article 1 states that “the above plan 
concerns organic groups of works relating to flood and erosion 
control in mountain river basins, land reclamation, irrigation, land 
transformation — also in connection with programmes of land 
tenure reform, ordinary local roads, plants for the processing of 
agricultural commodities, and works of tourist interest, as well 
as the execution of aqueducts and drains and works for out-of-the- 
ordinary improvements to railways bearing heavy traffic ”. 

In order to carry out this plan as laid down by the Committee 
of Ministers and to cover the categories of works now called for, 
the law provided for a total appropriation of 1 billion lire, which 
was raised to 1,280,000 millions, and subsequently to 2,077,500 
millions in annual instalments, the amount of which was fixed but 
which could be drawn more rapidly in view of the authorization 
given to the Cassa per il Mezzogiorno to discount on the money 
market the annual appropriations in future state budgets. 

This, very briefly, is the main machinery set up. We must 
make a thorough analysis of the implications of this machinery. 

We may take as our starting point the awareness of the need 
for an “ extraordinary intervention” on behalf of the South. 

We have deliberately retained the expression “ extraordinary 
intervention ” which is used in the legislative document. We feel 
that this choice of expression was not dictated solely by a desire 
to give a clear warning that the intention was to provide, and for 
a period of time fixed beforehand, for the intervention of a new 
public body additional to that of the public authorities already in 
the same fields, in order that the provisional nature of the operation 
should be solemnly confirmed with particular reference to the fears 
of overlapping responsibilities. This expression, as we see it, also 
indicates that the provisions of 1950 did not, as might easily be 
thought today, aim at setting in motion an autonomous process of 
development of the Southern economy. We consider that the inten- 
tion of the legislators in 1950 was much more modest. At that time, 
in fact, there was no great spread of the idea of the program- 
ming of investments with the specific aim of creating structural 
changes capable of producing a “take-off” into development. 
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In Italy, people began to speak of a real development plan only 
at the end of 1954 when the Vanoni Plan was drawn up 

We feel, therefore, that the legislators of 1950 did not have in 
mind the initiation of a “ plan of development for the South” or 
even the implementation of a genuine “ development policy” for 
that region. These interpretations were subsequent to the publication 
of the law of 10 August 1950, and in a way they acted as a stimulus 
to the provisions that were added to that law. 

As we see it, the objectives incorporated in the law setting up 
the Cassa are much less ambitious than would appear if this law is 
regarded as a commitment to follow a specific regional development 
policy. 

The intention of the legislators in 1950, according to the inter- 
pretation which in our opinion appears more in accordance with 
the facts, was to endow the South with a denser and more efficient 
network of public utilities (roads, reclamation schemes, aqueducts, 
railways, etc.). This network could be regarded as forming an 
infrastructural policy which certainly may be the first step in a 
development policy, but could not per se form the whole of a 
development policy. 

We have been led to this interpretation not only by the letter 
of the law setting up the Cassa (which, in its original wording, does 
not even mention the obligation to follow a direct policy of indus- 
trial intensification), but also by the fact that there has never been 
any official commitment to adopt, as an objective of the “ plan of 
extraordinary works for the South”, a given rate of increase in 
income produced in the area covered by the Cassa. Still less has 
there been a deliberate aim to achieve full employment of the 
Southern labour force as a result of this plan. In the first years 
during which the law was applied, the current interpretations of its 
aims, as set out in the declarations of the authorities implementing 
it, clearly inclined to the conception of an “ extraordinary interven- 
tion”, with public funds, designed to exercise a propulsive effect 
on the whole of the Southern economy by the combined action of 
(a) the multiplyer of the additional public expenditure; (b) the “ ex- 
ternal economies ” from which production would benefit, since ope- 
rations would be in an environment rendered more accessible and 
serviceable by virtue of the increase in, and greater efficiency of, 
public utilities. There was in addition a third effect, the one derived 
from “ incentives” to private enterprise which were initially given 
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in the form of subsidies on capital account or for the reduction of 
the rates of interest to agricultural enterprises engaged in agrarian 
transformation, of tax relief (exemption for a period of ten years 
from the income tax) for new enterprises in the South, and exemp- 
tion from customs duties and a reduction in the transport rates for 
imported machinery. 

Even when, by means of subsequent provisions (laws of 11 April 
1953, No. 298, and of 29 July 1957, No. 634), the range of the 
incentives was extended to industrial activities and expanded by new 
concessions to private enterprise, the criterion for this more complex 
policy did not change: it tended to create conditions which were 
more favourable to the expansion of private enterprise in such a 
way as to achieve, by this means, an increase in the rate of expan- 
sion of income and employment. There was never therefore any 
decision as to what extent it was intended to achieve an increase 
in the rate of expansion, or in how many years it was hoped to 
obtain full employment. Such precise objectives have never been 
laid down in the plan of the extraordinary works for the South, 
even when there was a clearer understanding that this plan was an 
instrument of a more complex and comprehensive development 
policy. There is therefore no point in making comparisons between 
objectives which were never envisaged and results obtained in the 
various stages of implementation of the plan as it is now being car- 
ried out. 

The aims of the measures to help the South are therefore to 
be understood as generic development objectives. 

More specifically as regards the Cassa per il Mezzogiorno, the 
question of the objectives of its action is even more straightforward. 
The Committee of Ministers gave the Cassa the task of carrying 
out a plan of extraordinary public works and of looking after the 
payment to private persons of subsidies which are granted according 
to clearly defined directives. Even when, as for the aqueducts and 
for land reclamation and improvements in mountain watersheds, 
the Cassa has played a direct part in the preparation of the plan, 
it has acted as a subsidiary body of the Committee of Ministers with 
which, in accordance with the law, lies the final decision in the 
selection of projects under the plan. The Cassa, from the institu- 
tional point of view, has therefore the task of carrying out in the 
periods laid down by the law (that is, by the end of 1965) the plan 


of extraordinary works for which it was made responsible in 1950, 
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with the subsequent additions to the plan authorized by the various 
laws passed from 1952 to 1959 on the initiative of the Committee 
of Ministers. The “sectoral” objectives of these interventions are 
clear from the composition of this plan. 

To assess the efficiency of the Cassa up till now, one must begin 
with the analysis of the Cassa’s objectives and the means put at its 
disposal. This is what we will do in the next two paragraphs. We 
must, however, warn the reader who is interested in the more 
general aspects of this case that he should turn at once to para- 
graph 5 in which we attempt to synthesize the effects of the new 


policy. 


3. Analysis of the Funds: The Plan of Interventions which the Cassa 
was Made Responsible for Carrying out. 


Taken as a whole, this plan aims at the creation of a network 
of infrastructures regarded as necessary for the most effective use 
of local resources. From this point of view, the investments which 
the Cassa was to carry out speed up the process of fixed social 
capital formation in the South, and this forms a pre-requisite for 
“induced ” private investments and, as a final consequence, a more 
active process of social income formation. 

Since the plan was spread over four stages, we will show its 
breakdown in the following table (Table 1) which also indicates the 
distribution of the funds assigned to the Cassa by the state budget. 

This distribution, which is decided by the Committee of Mini- 
sters, was effected on the basis of an empirical survey of the defi- 
ciencies of public works in the various sectors. In its initial phase, 
this survey was carried out on the basis of information supplied by 
public authorities. Subsequently, but previous to the various exten- 
sions of the Plan, the survey was carried out by the Cassa itself, 
and this time, with a more organic conception of the complemen- 
tarity of the interventions and of their more expedient relative 
“ spread ” in time. 

The first conclusion which can be drawn from Table 1 is that, 
from the first to the fourth stage of the plan, by successive varia- 
tions in the financial appropriations taken as a whole and in the 
relative shares earmarked for various sectors, the original propor- 
tions of the sectoral interventions have been modified. This observa- 
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tion has two implications: 1) The original plan was not of the 
necessary magnitude, and the means made available to it were ina- 
dequate, to solve the. most urgent problems flowing from the lack 
of infrastructures; 2) as the survey of the structural inadequacies 
proceeded, the need for a vaster policy stood out more and more 


PLAN OF INTERVENTIONS ENTRUSTED TO THE CASSA TABLE I 
ii —s _a- : | : : 
| | Twelve-Year | Fifteen-Year | Fifteen-Year 
Ten-Year | Plan Plan Plan 
Plan (after addit- | (after addit- | (supplement- 
(with funds | ional mea- | ional mea- ed by the | 
Snetue from the sures as set | sures set funds from 
law of | out in the | out in the | the national 
10 August law of law of loan - law | 
1950, | 25 Jul | 29 July of 24 July 
No. 646) Ang 1957, 1959, 
No. 949) No. 634) No. 622) 


Absolute values (in thousand million lire) 





a ee ae 770.0 887.5 1,138.0 1,150.0 | 
Transport and communications . . 90.0 190.0 | 259.0 259.0 | 
Aqueducts and sewers . . . . . 115.0 177-5 | 312.0 312.0 | 
I ae gs sk Sk we ee _ — | 245.0 245.0 
0 eee ae ee | — — 5.0 5.0 | 
Tourism and credit to hotels (a) . . 25.0 25.0 44-5 56.5 

SS ee ee ee ee — — 5.0 5.0 | 

| Vocational schools and training . . _ 38.0 (b) 43.0 

| Institutions of a social character . . _ 2.0 2.0 | 

a 1,000.0 1,280.0 2,048.5 (b) 2,077.5 

In per cent 

| sa. ie, ee ws ew 77.0 69.3 55-6 55-4 
Transport and communications . . 9.0 14.8 | 12.6 12.5 

| Aqueducts and sewers . ... . 11.5 13-9 | 1§.2 15.0 

| Ek ee 6 GY eee Be a ae 12.0 | 11.8 

| Handicrafts . ........ =| — a 0.2 | 0.2 

| Tourism and credit to hotels a 2.5 | 2.0 | a3 | 2. 

| a eee ee —_ _ 0.2 0.2 
Vocational schools and training . . — | = 1.9 |(b) 2.1 | 

| Institutions of a social character . . —_ — Ot | o1 | 

| ms. < ste eS 100.0 | 100.0 100.0 | (b) 100.0 


(a) In 1951, the Ministerial Committee decided to transfer 5,000 million lire from 
tourism to roads. 

(b) The funds for vocational training include 8,500 million lire from American agricul- 
tural surpluses (law of 28 December 1957, No. 1349); but the funds exclude 5,000 million 
lire already provided for vocational training from various receipts of the Cassa. 














222 Banca Nazionale del Lavoro 


sharply — a policy which would extend the interventions from the 
field of infrastructures to more extensive support of private enterprise. 

If one looks at the second part of Table 1 which contains the 
percentage shares of the funds allocated to sectoral interventions, it 
will be seen in the first place that, despite the substantial increase in 
the funds allocated to agriculture (rising from 770,000 to 1,150,000 
million, i.e. about 50 per cent), the relative share of the funds ear- 
marked for this field decreases from 77 to 55.4 per cent, while the 
shares of the other sectors increase, and, from the third phase on, 
there are new sectors of intervention, as a result of the grant of 
subsidies to industry, handicrafts, and fisheries and the extension 
of direct intervention to school building and to vocational training. 
For the first time, moreover, the intervention of the Cassa, as 
extended by the Law of 29 July 1957, No. 634, addresses itself to 
the development of “ institutions of a social nature” which is the 
first concrete sign of direct interest in the “ human factor ”. 

In order to assess the adequacy of the funds at the disposal of 
the Cassa, we must analyse the infrastructures to which they are 
allotted. This analysis can be based on the data in Table 2. 

It will be seen from Table 2 that the relative weight of the 
infrastructures has fallen from 89 to 75.3 per cent between the first 
and the fourth formulations of the plan, and that during the same 
time the share of “ incentives” has doubled (rising from 11 to 22.5 
per cent), while interventions have been introduced which deal with 
the human factor, even if only with the modest share of 2.2 per 
cent out of the total of the resources. These interventions indicate 
the beginning of a policy which is more alive to the vastness of the 
problems raised by the acceleration of the development of backward 
regions. 

Table 2 also shows that, despite signs that a vaster horizon has 
been opened up to the Cassa, that body is still wedded to the crea- 
tion of infrastructures which absorb three-quarters of its funds. This 
fact indicates the enormous need for investments in the basic sectors, 
for which moreover the funds allocated to the Cassa are insufficient. 
This inadequacy was realized even when the plan entrusted to the 
Cassa was in its original form. The Committee of Ministers was 
therefore obliged to make a choice both in order to ensure the 
most effective distribution of the funds between the various sectors 
and to select the works to be financed within the framework of 
each sector. 








o* 
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This selective process entailed the formulation of criteria which 
we will try to define for the various sectors. 


TABLE 2 


DISTRIBUTION BY SECTOR OF FUNDS ASSIGNED TO THE CASSA 
(in thousand million lire) 


Type of intervention 


Infrastructures 


Roads . — 
| Railways and ferries 





Aqueducts and sewers . 


Land reclamation and 


erosion control 
Land reform 


Tourist works 


Total . 


Incentives to private initiative 


flood 


Subsidies for land improve- 


ment . 

Credit for improveme 
Industry . 

Fisheries 

Handicrafts . 

Credit to hotels . 


Total . 


Other interventions 
Schools 
Vocational training . 


Interventions of a 


nature 


Total . 


3-1. Agriculture 


nts . 


social 


Ten-Year 
Plan 
(with funds 
from the law 


1950, No. 646) 


Amount; % 


90.0} 9.0 


115.0 | 11-5 


380.0 


| 280.0 


| 890.0 











of 10 August | 


25.0| 2.5 | 


| 
Twelve-Year 
| Plan 
| (after additional 
| Measures as set 
out in the law 
of 25 July 
| 1952, No. 949) 


Amount | % 
| 
115.0 9.0 
75-0, 5-9 
177-5| 13.8 
| 280.0] 21.9 








(after additional 


478-0] 37.3 


25.0} 2.0 | 


129.5! 10.1 


Fifteen-Year 
Plan 


measures as set 

out in the law 
of 29 July 

1957, No. 634) 


| 








| Amount » 4 
166.0; 8.1| 
93-0 4.5 
312.0) 15.2 | 
650.01 31-7 | 
280.0) 13.7 | 
40.0, 2.0} 


1,150.5) 89.9 |1,541-0\ 75-2 |1,564.0) 75-3 


188.0, 9.2} 
20.0 1.0 | 
245.0 12.0 | 
5.0 0.2 

5.0 0.2 : 


4-5, 0-2 





14-5, 07 

23-5, 1.2 
2.0° O.1 | 

40.0 2.0 


| Amount » 4 


Fifteen-Year 
Plan 
(supplemented 
by the funds | 
from the nat- 
ional loan - law 
of 24 July | 
1959, No. 622) 


166.0, 8.0| 
93-0, 4-5 | 
312.0) 15.0 | 





662.0 31.9 | 
280.0) 13.5 | 
51.0) 2.4 

= | 


188.0, 9.0 
20.0} 1.0 
245.0) 11.8 | 
5-0) 0.2) 
5.0} 0.2 
5-5| 9-3 


129.5, 10.1 | 467.5 22.8 468.5) 22.5 


14-5| 


07 | 
28.5) 1-4} 
2.0; O.% 
45.0| 2.2 


The area of the reclamation districts selected as suitable for 
action by the Cassa covers 72.8 per cent of the area of the regions 
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coming within that organization’s terms of reference. The Cassa was 
to modify the agricultural structure of an area of 9,500 million hec- 
tares. The first rough calculation shows that the 662,000 million lire 
earmarked for public works designed to benefit agriculture give an 
average investment of just under 70,000 lire per hectare. This fact 
proves the need to concentrate the interventions. In the choice be- 
tween a concentrated and diffuse application of the funds, concentra- 
tion inevitably wins — and in the zones with the most immediate 
capacity for productive development. This consideration determines 
the objectives of the “ Fifteen-Year Plan for Agriculture”. That 
plan sets out to effect the land and agrarian transformation of 
1.7 million hectares out of the 9.5 million which are affected by 
the Cassa’s action. The area which will be irrigated when the plan 
has been completed will extend to about 400,000 hectares which, 
added to the 51,000 hectares (approximately) which were irrigated 
at the beginning of 1949, should cover the whole irrigable area of 
the South (1). The Cassa’s plan also includes the transformation of 
the productive arrangements for dry farms in 1 million hectares and 
the transformation of farms in the mountains in an area of 300,000 
hectares. 

The environmental deficiencies which the plan of the Cassa is 
designed to eliminate are: 


1) The protection of improvements in the valleys by means 
of the control of the streams in each watershed (flood control and 
reafforestation in the hills, construction of dams and artificial reser- 
voirs for the collection and distribution of water for irrigation and 
for the production of electric power); 


2) Provision of the services necessary to step up agricultural 
production such as roads, service centres, electric mains and wind- 


breaks; 


3) Subsidies and finance to encourage the creation of capital 
equipment for the processing of agricultural products. 


From the economic point of view, these objectives amount to 
making possible the increase in the productivity of the resources 


(1) From the volume Statistiche sul Mezzogiorno d'Italia, 1861-1953, by Svimez, 
Table 161, p. 186, it will be seen that, as of 1 January 1949, the irrigable area of the 
South was estimated at 452,515 hectares. At that date, on only 11.2°%, or 50,788 hectares 
of this total, had works been carried out. 















The Policy of Regional Development. A Case-Study: Southern Italy 225 


devoted to agriculture by the construction of works of general 
interest to the community, the direct cost of which would not 
be borne by any private person. 


3.2. Aqueducts 


The plan for the construction of aqueducts has been, on various 
occasions, extended in order to adjust it to the objective which it 
was intended, right from the beginning, to achieve i.e. to carry 
drinking water to all the communes of the South, In the first stage, 
because of an incomplete assessment of the water resources, the plan 
was limited to the construction of 16 large groups of aqueducts which 
were to serve a total population of 5.3 million with an overall ex- 
penditure of 67,600 million lire. Since, however, even then people 
had some idea of the inadequacy of this programme, the original 
plan drawn up by the Committee of Ministers assigned 105,000 mil- 
lion lire to aqueducts; for it could be foreseen that, after a sub- 
sequent survey of the needs and potential sources of water, the plan 
would have to be expanded. As it was, even after the first studies 
carried out by the Cassa, the appropriation decided on by the Com- 
mittee went only a small way to provide the finance needed to 
realize the Plan’s aims. 

After the law of 25 July 1952, No. 949, it was planned to assign 
another 40,000 million lire to the construction of aqueducts, and 
again, with the entry into force of the law of 29 July 1957, No. 634, 
the total appropriation for aqueducts was raised to 283,000 million 
lire. With these funds, a programme was drawn up which was 
designed to provide a reasonable water supply in 2,600 communes 
in the South, in such a way that the Southern population would 
have regular drinking water not only for its present needs but also 
for future expansion in view of the foreseeable rise in population 
up to the year 2000 (2). 

The criterion adopted in the programming of the works in the 
plan can be defined as the most effective utilization of water resources 
in the sense that an effort has been made to replace a large number 


(2) The communes included in the geographical area in the South number 2,493, while 
those in all the territories within the Cassa’s terms of reference — which, as readers are 
aware, also extend to a part of Lazio, the Marche and the Tuscan islands — number 2,677. 
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of little aqueducts by a few large groups designed to serve the same 
number, and even a greater number, of communes by a more 
rational use of the water and with substantial economies in the plant 
and administration of the aqueducts themselves. 


3-3. Communications and Transport 


The Cassa was made responsible for looking after local roads. 
The shortcomings of the roads of the Southern region at the time 
when the plan was drafted will be clear from the following data: 
In 1950, only 13 per cent of the total length of provincial roads 
(2,900 kilometres out of 21,600) in the South had protective surfaces. 
The corresponding figure for the regions in the Centre and North 
was as high as 52 per cent (3). 

The first objective of the plan in the communications sector is 
the improvement of existing roads. The appropriation of funds in 
this sector, too, underwent substantial variations. According to the 
plan in its present form, 82,000 million lire are assigned to road 
improvements by which it is reckoned to raise to over 61 per cent 
(i.e. to 13,256 kilometres out of a total of 21,600) the length of roads 
which has been macadamed. The improvements include straighten- 
ing of bands and the widening of roads which contribute to the 
reduction of travelling time, and speed up traffic. 

At the same time, the projected construction of about 2,500 
kilometres of new roads, for which an appropriation of 85,000 mil- 
lion lire has been inserted in the plan, will give a denser road net- 
work in the South, partly because of the foreseeable increase in 
traffic. 

The plan has been extended, too, to cover the railway network 
of the Southern region and sea connections with the islands of the 
region. 

In 1952, 75,000 million lire were appropriated for railway works 
on a considerable scale; and subsequently in 1957 this appropriation 
was increased by a further 17,400 million lire. 


(3) Fuller details on the South’s need for roads at the time when the Plan was drawn 
up are given in the Report to Parliament of the chairman of the Committee of Ministers 
for the South, Rome, 1960, p. 15. 
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3-4. Works of Touristic Interest 


In this sector, too, the knowledge of the works necessary for 
the touristic development of the zone and of the local artistic 
patrimony called for the supply of funds which could not be and 
has not been met to the extent required if this sector is considered 
alone. After a comparative evaluation of the needs of the various 
sectors of public works, an initial appropriation of 30 milliards was 
assigned to this sector and was subsequently raised to 51 milliards. 
For the utilization of this appropriation, true and proper program- 
mes were drawn up only for Campania and Sicily, while for the 
other regions the Committee of Ministers reserved to itself the 
power of deciding case by case on the demands made by the local 
authorities. 


3.5. Subsidies to Private Enterprise 


Table 2 shows that 22.5 per cent of the funds available for the 
execution of the Cassa’s plan went on “ incentives to private enter- 
prise” and that another 2.2 per cent was allocated to measures to 
cultivate the human factor. 

The grant of subsidies to various forms of private activity (pri- 
vate land improvement, industrial plant, handicrafts and fisheries) is 
not governed by a plan in a strict sense of the word, but is decided in 
the light of criteria established by the Cassa in collaboration with 
the Ministerial Committee. These subsidies, by their very nature, 
cannot be planned beforehand. The subsidies are given to private 
persons who apply for them, provided the projects conform to the 
conditions governing the grant of the subsidies. 

The extent of the funds allocated to the various sectors, as will 
be seen from Table 2, has been determined on the basis of estimates 
of the probable expansion of private investments induced by the 
execution of the plan of public works. The estimate is more plau- 
sible in the case of agriculture, since it is assumed that production 
will be transformed by the public works programmed in the various 
types of districts, the average investments in which have been estim- 
ated. For the other sectors (industry, handicrafts and fisheries), the 
forecast of the amount of private investment which will benefit 
from the Cassa’s assistance is much more uncertain, since it is linked 
with the investment decisions which will be taken by private entre- 
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preneurs. Failing a plan for such investments, the allocation of 
subsidies in these sectors is based on the experience of the amount 
in the past of the respective sectoral investments, spread over a period 
of years in the light of the forecast of the increase in requests for 
subsidies which the incentives themselves and the growing indus- 
trialization will bring about. 


4. The Stages of Implementation of the Plan 


The Cassa, according to the law in force, must be wound up 
by 1965. The mandate received by it in the document setting it up 
is to carry out the 15-year plan entrusted to it. The execution of 
the plan consists of a number of phases of which the first is the 
annual extract (from the general plan) of the works which the Cassa 
proposes to carry out in each of its financial years. The annual 
programming corresponds to the need to regulate the stages of im- 
plementation of the plan. The groups of works included in the 
plan involve a choice as regards the timing of their implementation. 
This choice is unavoidable not only for reasons of efficiency in view 
of the relative degree of urgency of the needs which the works are 
intended to meet, but also because of the different degree of pro- 
gress in the study of the various related groups of works taken as a 
whole and in their constituent parts. By means of annual program- 
ming, the Cassa chooses the works which every year it puts out for 
detailed planning — and the subsequent stages of execution. 

The execution of the plan is then carried further by the issue 
of authority to prepare projects and by the preliminary studies which 
this involves. Then comes a stream of projects submitted to the 
Cassa by the executive agencies in the area concerned (reclamation 
associations for works relating to agriculture; provincial authorities 
for roads; Public Works — civil engineering — and bodies ad- 
ministering aqueducts for works on aqueducts and drains; provincial 
tourist organizations for works in that field). The projects thus 
collected are sifted by the Cassa and then submitted to the Board 
for approval or sent back to the originating bodies for the necessary 
alterations. After approval by the Board of the Cassa (and a 
favourable opinion from the Higher Council of the Public Works 
Department for projects of over 100 million lire) comes the pro- 
cedure for putting out to tender (governed as to time and modalities 
by precise legal provisions). Once the contract has been awarded, 
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the local body which submitted the project and organized the tender 
is empowered to commission the work and, lastly, the authorization 
is given to the firm whose bid was accepted to begin work. 

Now begins the actual execution of the works included in the 
plan, but it cannot be said that at that stage everything has been 
settled. In the course of the works, disagreements may arise which 
delay execution. The interpretation of the project may at times 
appear doubtful in view of unforeseen difficulties raised by the 
nature of the site or any other aspect of the physical environment. 
In such cases, it is essential to study the modifications of the original 
projects, and hence the suspension of the work in hand may be 
decided on until the variations proposed are approved. The works 
are finished with the final approval which the Cassa obtains from 
officials of the Ministries concerned, and with the declaration of 
completion which entails the transfer of administration and main- 
tenance to the public authorities who, in accordance with the arran- 
gements in force, are obliged to assume responsibility for the upkeep 
of public works. 

These data will give an idea, however rough, of the stages and 
procedures by which the Cassa’s plan is carried out. As in the case 
of all public investments, in Italy and in any other civilized coun- 
tries, the expenditure of public money has to conform to a certain 
procedure which, however much it may be simplified or accelerated, 
cannot be cut out, and invariably delays or slows down the admin- 
istrative machinery. When this type of expenditure is used as an 
instrument of economic policy, it is some time in making itself felt. 
In order not to lessen the momentum imparted by the policy-making 
bodies, at least the plans of the projects should be ready so that the 
work can quickly be put out to tender. 

The Cassa’s plan was not made up of projects which had reached 
that stage. In numerous cases, even the projects which had already 
been worked out needed considerable revision, and usually the details 
of the works were sketchy. The Cassa had to study and elaborate 
the outlines of the groups of works indicated in the plan. This fact, 
and the consciousness of the procedures which have to be followed, 
from the reconnaissance stage to the actual execution of the works, 
will help us to understand the organizational effort which the Cassa 
had to make when it set to work, and the complexity of its daily 
task. During the first nine financial years, the Cassa has had to 
put in shape and sift 10,401 projects for public works to a total value 
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of 1,087,000 million lire, to which must be added 114,751 projects 
for works in the private sector (to a total of 258,500 million) sub- 
mitted to it for approval in connection with an application for 
subsidies. 


4.1. For Infrastructures 


An evaluation of the rate of progress of such a complex mass 
of work may be expressed in various ways. The main point to esta- 
blish is how the Cassa advanced towards the various targets set for 
the plan. This analysis would call for a detailed examination of 
the state of implementation of the various groups of works and 
of the mark left by them, to date, on their environment. We do 
not think that the present study is the right place for such an 
analysis. The physical data of the works carried out by the Cassa 
are public knowledge (4), and the state of implementation of the 
works is detailed every year by the Cassa in the reports on its budget 
with all the information regarding the technical progress of the 
various complexes of works. 

An overall evaluation of the degree of implementation of the 
plan can be obtained by comparing the appropriations for the plan 
and the amount of contract awards. This comparison is made 
in Table 3, from which it will be seen that, at the end of the 
ninth financial year, contracts were 61.1 per cent of the appro- 
priations for public works in the plan. 

The first nine financial years cover 60 per cent of the fifteen- 
year period fixed by the plan. If, however, it is remembered that 
the actual creation of the Cassa began in October 1950, and that 
over half of the first financial year was taken up by the material 
operations of setting up its offices, the actual time during which the 
Cassa was able to use in the first nine financial years was about 
55 per cent of the duration of the plan. With that rate we 
should compare the percentages in the last column of Table 3. It 
will be seen that while, for the total of contract awards, the delays 
are normal if related to the duration of the plan, the rate of 
progress in the various sectors diverges sharply from the average. 


(4) In addition to being published every year in the reports on the budget of the 
Cassa, they can be found in the tables of part I of the Report to Parliament submitted by 
the Chairman of the Ministerial Committee for the South, published for that Committee by 
the Istituto Poligrafico dello Stato, Rome, March 1960, pp. 67 to 79. 
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This is due in the main, as has been explained above in setting out 
the stages in which the plan was implemented, to the different 
degrees of elaboration of the various types of works, depending on 
their respective complexity. The work concerning roads were car- 
ried out fairly rapidly owing to their relative simplicity, especially 
in the case of repairs. Railway works were helped by the fact that 
the railway administration had already prepared projects and had 
the organization to put them into effect, whereas aqueducts and land 


TABLE 3 
15-YEAR PLAN DRAWINGS ON FUND APPROPRIATED FOR INFRASTRUCTURES 
UP TO 30 JUNE 1959 
(in thousand million lire) 


, | . . Percentage 
Appropriations Contract 
Sector for 15-year plan anaes @0 of 
appropriations 
= | | ; | 
; eee eck ey eS aw 166,000 | 114,219 | 68.8 
| Railways and ferries . . . . . . 93,000 66,674 71.7 
| Aqueducts and sewers . . .. . 31,000 137,281 44-0 
| Mountain reclamation and flood con- | 
Seo. ee ee 662,000 | 341,708 | 51.6 

ae GE gs Se 280,000 | 274,898 (b)| 98.2 
| eee ec a se we 51,000 | 20,801 40.8 

Total for infrastructures. . . . . 1,564,000 | 955,581 61.1 


1 


(a) Net amounts, #.¢. after deduction of rebate — excluding sums payable by third 
parties. 

(b) Amount of works financed by the Cassa and completed or in hand (including 
expenses for supplies, social interventions and acquisition of land) by the Boards and special 
sections for land reform. 


reclamation works, owing to the complexity of their schemes and 
the need for preliminary studies for the preparation of projects, were 
relatively behindhand. The funds allocated to “land reform”, on 
the contrary, were almost completely used up in meeting a precise 
commitment on the part of the Cassa to make annual payments to 
the Reform Land Organizations of the instalments laid down in 
the plan. Moreover, the biggest increases in appropriations to the 
three sectors which appear behindhand (aqueducts, land reclamation, 
tourist works) were obtained only by virtue of the laws of 29 July 
1957 and 24 July 1959, as is clear from Table 2, (38 per cent for land 
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reclamation, 76 per cent for aqueducts and 104 per cent for tourist 
works more than the figures in 1952). Accordingly, these achieve- 
ments reflect the shortness of the time since the plan was changed. 
Another comparison can be made between the works finally 
completed, with appropriations in the plan on the one hand, and the 
amount of contract awards on the other (see Table 4). However, 

this assessment is affected by two negative influences: 
TABLE 4 

WORKS FINISHED BY 30 June 1959, COMPARED WITH FUNDS APPROPRIATED 
IN THE 15-YEAR PLAN AND WITH CONTRACT AWARDS 
(in thousand million lire) 




















| Column 1 as Column tas | 

| een Works | @ percentage | @ percentage | 

} completed of appro- | of contract | 

priations awards 

| — \- I 
Se ee ee ee 85,008 | 51.2 74-4 

Railways and ferries . . . . . . | 25,070 | 26.9 37-6 

Aqueducts and sewers : 66,978 | 21.5 48.8 

Land reclamation and flood ate ero- 
sion control . . . . . | 177,295 26.8 51.9 

| Land reform... ~~... ~~ | (a)2§2,313 | 90.1 | 91.8 | 

| Wemlcwes 2. 2 ee eee | 14,138 | 27.7 | 68.0 
| otal for infrastructures. . . . . | 620,802 | 39-7 65.0 


| 


(a) Including expenditure for supplies, social interventions and acquisition of land. 


The first of these factors is the resistence, on the part of the 
organizations for whom the works are destined, to taking them over 
once they are completed, since from that moment the expenditure 
on maintenance is charged to these organizations’ budgets. Even 
after the works are passed as satisfactory, there is always a certain 
period, fairly long in some cases, before the works are handed over 
to those organizations who are responsible for administering them. 
These delays have hitherto obliged the Cassa to assume the burden 
of maintenance which it is not supposed to bear. 


The second factor is the complex machinery of the relations be- 
tween the contracting firms and the executive agencies giving the con- 
tracts, and between the latter and the Cassa. In these relations, the 
“ human resistance ” is evident which is typical of backward regions. 
We have already referred to the delays to which the actual execution 
of the works may be subject when the firms find a way of contest- 
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ing the terms agreed in the contract, but it should also be added 
that the duration of this stage is also affected by bad weather (since 
these works are carried out in the open), the shortage of skilled 
labour, the degree of mechanization of the work sites (which is 
linked with the size of the contractors’ firms and the amount of 
works put out to contract, and so many other difficulties which are 
frequently discussed in the documents on relations between the 
organizations and contractors. 

Table 4 shows that, at the end of the ninth financial year of 
the Cassa, works completed amounted to about 4o per cent of the 
plan and about 65 of contracts. An analysis of the sectors reveals 
that, if we exclude roads, which were 50 per cent completed, only 
a quarter of works in the other sectors were completed. 

Clearly, since the plan for the infrastructures in the most im- 
portant sectors is scarcely 25 per cent implemented, the structural 
changes which the Cassa’s plan sets out to achieve, have not mate- 
rialized. Hence, it is not yet possible for productive capicity to have 
extended (in the sectors and areas in which economic activity suffers 
most acutely from the inadequacy of the infrastructures) to a point 
at which one can speak of a “take-off”. What may have and 
certainly has taken place is the expansion of money income, as a 
result of the additional expenditure by the Cassa in the South. But 
there has not yet been the expansion of productive capacity expected 
of the plan for the speedier creation of infrastructures. 

Similarly, the policy of expenditure in the form of the construc- 
tion of public works is subject to technical limits in time which, 
in the underdeveloped regions, are protracted by a resistance — on 
the part of the human factor — which is reflected in the organiza- 
tion of the local bodies and concerns, and in numerous other ways 
familiar to anyone with experience in the field. 


4.2. For the Use of Subsidies to Private Activity 


So far, we have concentrated on the stages in time of the imple- 
mentation of the infrastructure part of the plan. It remains to 
examine the extent of the use of the funds earmarked for incentives 
to private enterprise. 

Table 5 sums up the relevant data, from which it will be seen 
that, at the end of the ninth financial year, only 28 per cent of such 
funds had been used. This figure does not, however, bring out suf- 
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ficiently clearly the differences in the degree to which the various 
subsidies were drawn on. These differences are clear from the last 
column of Table 5. 

The main point to note (and this is indicated by Table 2 and 
by a comparison thereof with Table 5) that the funds earmarked 
for subsidies for improvements to the land (grants to farmers who 
undertake agrarian and land transformations) amounted to 129,500 
million in the 12-year plan, and only after the law of 29 July 
1957 were they raised to 188,000 million. Out of this appropriation, 
the actual grants in the first nine financial years of the Cassa were 
54-6 per cent, but, out of the appropriations in the 12-year plan, 
they represent 79.2 per cent. This figure better represents the 
marked upward tendency of private investment in agriculture. The 
projects for land improvements, approved by the Cassa as eligible for 
state grants have doubled in the last five years both in number and 
value. The increase in the funds allotted under this heading has 
been determined by the very rapidity with which they have been 
used in recent years. There are good grounds for believing that, 
unless there are disturbing factors, so serious as to depress the level 
of private investment in agriculture, drawings from these funds will 
be in line with the estimates in the plan. 

A study of the last column of Table 5 shows a delay in the 
employment of the grants to industry, fisheries and handicrafts. 


TABLE 5 


15-YEAR PLAN DRAWINGS ON APPROPRIATIONS FOR INCENTIVES TO PRIVATE 
INITIATIVE UP TO 30 JUNE 1959 
(in thousand million lire) 











} _ Grants Grants or finance 
Interventions } Fa astern } or finance as a percentage 
| ee ples } approved | of appropriations 
| | 
| | | 
Subsidies for land improvements . | 188,000 | 102,617 | 54-6 
‘ e 
Credit for land improvements . 20,000 | 18,851 94-3 
Grants to industry (a). . . .. . | 245,000 2,922 | 1.2 
Grants to fisheries . . . . ... 5,000 786 15.7 
Grants to handicrafts. . . . . . | 5,000 585 11.7 
og ee ee 5,500 5,290 96.2 
Weel smeemiess . ww wt 468,500 131,057 28.0 





to industrial zones, and to interest on debentures, 





(a) Grants to individual industries, 
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Funds for this purpose were introduced only in the 15-year plan. 
Nominally, they were available from the date of publication of the 
law of 29 July 1957, but in fact these funds were drawn on only in 
the ninth financial year. If it is remembered that in practice the 
figures refer to a single financial year, the percentages for fisheries 
(15-7 per cent) and for handicrafts (11.7 per cent) can be regarded 
as in line with the estimates of the plan. Indeed, from first hand 
information, it seems that these grants have been used up much 
quicker in the tenth financial year, especially for fishing, where it is 
clearly urgently necessary to renew the equipment. These are no 
problems therefore in the rate of employment of subsidies to private 
initiative under way in agriculture, handicrafts and fisheries. 

The same can not be said of grants to industry. The grants 
seem to be something of a trickle, but that may be due in part to 
the short experience of the operators in applying the legislation and 
to the formalities connected with grants. 

Drawings on these funds are, in any case, geared to the drive 
which the entrepreneurs of the South will display in the next few 
years. If past experience is any guide, industrial development in 
the South has not yet been such as to warrant the assumption that, 
in a few years, it can radically change the composition of the income 
produced in that area. 


5. The Effects of the New Policy 


What lesson can be drawn from the case of Italy as to the effect- 
iveness of the extraordinary interventions which commit the budget 
to the diversion of resources to underdeveloped regions with the 
aim of speeding up development? We think that: 


1) It has been abundantly demonstrated throughout the first 
fifty years of this century that spontaneous economic forces are not 
in themselves capable of eliminating the dualism in the Italian eco- 
nomy caused by unification. From this point of wiew, the case of 
Italy might prove that economic integration, in a country which 
puts its resources in common through political unification, cannot 
be carried out only by the abolition of customs barriers and the uni- 
fication of its laws and practices. 


2) Even sporadic assistance to the backward regions from 
public funds does not speed up integration that is not effected by 
spontaneous economic forces. 
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3) The new policy initiated in 1950 constitutes the first 
attempt to make the country “ homogeneous”, at least as regards 
endowment with the infrastructures and services on which economic 
expansion and progress are dependent. 


5.1. On the Endowment with Infrastructures 


The experiment of the extraordinary measures on behalf of the 
South must first be evaluated from the point of view outlined in 
point 3 above. 

From an examination of the Cassa’s plan and the stages in 
which it was implemented, we may conclude: 


(a) That the plan was designed to eliminate, if not all, at 
least the most serious deficiencies in the infrastructures of the South; 


(b) That the plan is being implemented, but is not yet com- 
pleted, and, since it is made up not of individual works but of 
“organic groups” of works, any judgment on it must, in reason, 
be suspended until it is completed. 


It is, however, permitted to affirm — even if this cannot be 
proved — that, as far as the creation of homogeneous conditions is 
concerned, relative to the rest of the country, the South has achieved 
enormous progress in the matter of infrastructures in the last ten 
years. This is particularly obvious to southerners who are able to 
compare conditions before and after, but also to observers from other 
regions and to foreigners who, making their way through the South, 
are astonished to find none of the signs of backwardness described 
by the writings that raised “ the case” and that were certainly not 
addicted to invention. This does not mean that farms in areas in 
the South where extensive agriculture is practised, and the life of 
the rural communes of the interior, have already sloughed off their 
backwardness. From this point of view, indeed, we must stress, 
the lack of synchronization between the preparation of the infra- 
structures and the other means of intervention designed to act on 
the human factors with a view to speeding up the acquisition of 
more efficient techniques of production. This lack of co-ordination 
greatly adds to the social cost of the infrastructures being created, 
and thus holds back the expansion of real income. This observation 
is based on a more comprehensive appreciation of the numerous 
factors affecting the development of backward regions in which 
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the economic use of the resources (i.e. sound practice) acquires 
decisive importance. But it must be added that nowadays there is 
a great number of areas in the South in which the general environ- 
ment is not so different from that of the more advanced regions. 
This change strikes any one crossing the whole country from North 
to South. 

We may therefore take the first point in this analysis as proved. 
Infrastructures in the South are increasing in line with the Cassa’s 
plan, and the environment has already shown visible and substantial 
signs of a real change. 


5:2. On the Move towards a Process of self sustaining Development. 


The case of Italy is interesting from another point of view. 
Have the means adopted been effective in setting in motion a 
process of self-sustained development for a vast underdeveloped 
region? This issue does not lend itself to generalization, but, for 
whatever this experiment may be worth, we consider that the 
question deserves an answer, and that the answer has to be sought 
in the analysis of the development process in the South as shown 
in the regional social accounting. This balance sheet has recently 
been published (5), and we do not feel obliged to go over the 
analysis, again, but only to note the data needed to give an overall 
indication of the process of development from 1951-59. 

In this period, the resources available to the South increased at 
the annual rate of 7 per cent, but the “ regional income ” increased 
at the rate of 6.6 per cent. The difference between the two rates 
indicates that the “ growth” of the Southern economy is due to 
the contribution of resources from outside that area. 

The increased dependence on outside forces is confirmed by 
the breakdown of the resources into two main categories: (a) the 
income produced inside the region; and (b) imports. The latter, 
which formed 18.8 per cent of the resources in 1951, rose to 20.1 
per cent in 1959 while, as a corollary, the income fell from 81.2 


to 79.9 per cent. 


(5) This was prepared by the Central Statistical Institute on the initiative and with the 
collaboration of the Cassa. It is given in the fifth part of the Report for the Ninth Finan- 
cial Year of the Cassa. An edition brought up to date to 1959 is reproduced in the second 
chapter of the Report to Parliament (cited above) by the Chairman of the Committee of 
Ministers. 
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The important role of external resources is brought out by 
another comparison. From 1951 to 1959, regional income in real 
terms increased at the annual compound rate of 4 per cent whereas, 
still in real terms, the rate of increase of gross investment was 8.1 
per cent, and that of consumption 4.5 per cent. From a comparison 
of these two rates, if follows that the increase in consumption was 
proportionately greater than that in the income produced, and 
moreover the rate of increase in investment was double the rate 
for income. All this indicates that the increase in income was eaten 
up by the rise in consumption, and, hence, if investments increased 
and the net rate of capital accumulation grew from 13.4 per cent 
iN 1951 to 19.2 per cent in 1959, this is all due to external resources. 
It can be deduced from these data in the regional economic accounts 
that a process of expansion is certainly under way in the South, 
but that, as can be readily believed in any poor economy, the stimuli 
to growth (i.e. the measures on behalf of the South) have increased 
the dependence of the Southern economy on the rest of the country. 

We are not therefore yet at the stage in which development 
becomes self-sustained, i.e. when it is supported by the more 
extensive and intensive use of local resources. However, it does not 
seem possible to contest the effectiveness of the measures which 
were undertaken from 1950 on in expanding money income and the 
consequent expansion of consumption by the Southern population. 
The Southern market has certainly expanded, as is attested by the 
rates of increase in consumption recorded in the reports of the Cassa 
and in the Report to Parliament. This expansion has certainly 
sustained the aggregate demand of the whole Italian economy, with 
all the natural repercussions on the production of the national 
income. The expansion of the Italian economy in the decade from 
1950 to 1960 was effected also with the help of the extraordinary 
measures on behalf of the South. 


5-3. The Position of the South in relation to the more advanced 
Regions. 


This last consideration leads to another aspect of the question 
— the “case of Italy” as an experiment in regional development 
policy. 

Usually, such policies fix a target which is generally defined as 
“ catching up” with developed countries or regions, but which could 








| 
| 

















Ah nS it it de nl hi a Bi AOI 8 het 





The Policy of Regional Development. A Case-Study: Southern Italy 239 


be more correctly expressed and quantified as a desired rate of 
development in a specific period. We have already recalled that the 
measures for the South were not assigned a precise target. This 
is particularly so for the plan entrusted to the Cassa, but it is also 
true for all the other measures which were intended to supplement 
the Cassa’s action. We are not therefore justified in passing judg- 
ment on whether these measures, and the financial means with 
which they are carried out, are calculated to achieve an objective, 
unquantified either as to the rate of expansion of income or as to 
the period covered. However, development experts share the ten- 
dency to evaluate policies in terms of ability to catch up. 

This way of assessing development policies, precisely because of 
the observation at the end of the previous paragraph, is subject to 
exceptions when, as is the case in Italy, we are not dealing with 
measures whose effect is confined to the geographical region for 
which they are intended. The hypothesis usually assumed for 
“ national economies” is much less valid for “ regional economies ” 
which communicate freely with the whole national market of 
which they form an integral part. The fact that they belong to 
the same unitary economic system practically debars them from 
using, for regional purposes, certain economic controls which a 
country can adopt when it can, from behind its frontiers, protect 
its economy in its relations with the outside world. 

At the same time, the free communications within the same 
national market, the adoption of the same monetary unit, and hence 
the same system of payments and credit, favour transfers of resources 
between the regional economies, since such transfers are not subject 
to the controls and restrictions which affect the same movements 
between national economies. The economy of the South, open as 
it is to economic movements to and from the more advanced regions 
of our country, in some ways profits from the freedom of commu- 
nication, and in others suffers from the lack of autonomy; hence, it 
is not correct to establish a nexus of cause and effect between the 
provisions for the South and the rate of variation in regional 
income. Provided this is clearly understood, let us see how the 
position of the South has changed vis-a-vis the more advanced 
Centre and North. In 1951, the per capita income of the South 
was 47.7 per cent of that of the Centre-North. In 1959, this per- 
centage had sunk to 46.6 per cent. In both of these regions, the per 
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capita income increased in absolute value, but the relative position 
of the South deteriorated slightly in relation to the base year. 

This is the really interesting aspect of the case of Italy. If there 
had been a more than proportionate increase in the per capita 
income of the South, this would only have confirmed the theoretical 
reasoning which bases the development process on the formation of 
real capital. 

On the contrary, we are confronted with a palpable deviation 
from the theoretical pattern, and, for anyone concerned with 
research and not out to justify or contest at all costs the data of 
experience, this case constitutes a valuable addition to the discussion 
of the problems of development and should stimulate more thorough 
analyses. 

In the first place, we must improve the statistical data and the 
estimates used for the economic balance sheet of the South. Everyone 
knows how difficult it is to get close to the truth in determining 
the magnitude of the national accounts, and how much more 
difficult it is to break down these magnitudes into their regional 
components. For the first time, the data (cited above) come from 
a responsible source, and we can only pay tribute to this undertaking. 
At the same time, it must be realized that, in a field so resistant 
to the quantification of its components, the first attempt may not 
be entirely successful. When the experiment is repeated, all possible 
steps must be taken to make it less open to question. Let us take 
it, however, as it is, and let us see what conclusions it permits. 
We may sum up our findings as follows: 


1) Measures designed to encourage regional development 
themselves give an impetus to the further development of the 
advanced regions when, as is the case with the Italian South, the 
economy of the underdeveloped region shows a very high propensity 
to consumption (80 per cent of the total resources and about 100 
per cent of the net internal product for private consumption alone), 
and when its productive equipment lacks the capacity to cope 
with the expansion of the market. 

These circumstances explain the more rapid advance in the 
income of the developed areas, which are in a better position to 
take advantage of the new opportunities to invest (and to benefit 
from the combined effect of the multiplier and the accelerator) and 
to localize them in their own territory in spite of the incentives given 
to private enterprise by the other area. 
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2) The development of the backward regions cannot be 
carried out by an undifferentiated process of capital formation, but 
depends on the structure of the new capital formation. We have 
drawn attention elsewhere to this state of affairs by making a 
distinction between investments with an immediate yield and those 
with a delayed yield (6). In the investments in the South, not 
only public investments but some of the private ones too are of 
the second type, precisely because of the measures which have given 
substance to the new policy (75 per cent of the resources assigned 
to the Cassa were, as we saw, allotted to infrastructures) and because 
of the need to form the right environmental basis for industrializa- 
tion. It appears that the “take-off” in development cannot be 
brought about in a short period. 


3) The structure of new capital formation is linked to local 
resources and to the rapidity with which the human factor can 
adapt itself. If we look at the breakdown of income produced in 
the South, it will be seen that the relative share of agricultural 
income, although reduced from 45.6 per cent in 1951 to 36.3 in 1959, 
is still the biggest item in regional income. It will also be observed 
that, in the same period, the increase in agricultural income was 
28.7 per cent, while that of manufacture industry (whose share of 
the total fell from 21.2 per cent to 19 per cent) was 53.9 per cent, 
and that of transport (which contributes only 10 per cent to total 
product) was 100 per cent. Agriculture, then, to which the major 
part of expenditure on infrastructures is allotted, had the lowest 
rate of increase. This disproportion suggests the traditional slowness 
of agricultural circles in assimilating new techniques of production 
and the lack of local resources capable of rapidly attracting new 
industries. The structure of the new capital formation in the South 
reflects these basic facts the modification of which demands not 
only a period but also the greatest possible political commitment 
possible within the limits of parliamentary democracy. 


4) A complex experiment like the one carried out so far in 
developing the South, viewed from angle of the economic results 
achieved, brings out the need for much closer co-ordination between 
the programming decisions of all public authorities — a need 


(6) In the essay “Le politiche di impiego dei mezzi per lo sviluppo economico”, in 
Rivista di Politica Economica, October 1956. 
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stressed in the law of 10 August 1950 No. 646, but put into effect 
only after 30 July 1959, as stated in the Report to Parliament of the 
Chairman of the Ministerial Committee (p. 169). The obstacles in 
the way of this co-ordination which have dogged the Ministerial 
Committee for the South right from the start bring out another point 
which is obvious to anyone who considers development policies in 
the light of their inner logic, but which has so far proved difficult 
to put into effect. This point may be expressed as follows: the 
co-ordination of the programmes of expenditure calls for the prior 
co-ordination of the policies of public authorities. This need made 
itself felt in practice (according to p. 170 of the Report to Parliament), 
thus confirming the findings reached by deduction — from the logic 
of development policies. The justification, as a matter of experience, 
lies in the following words of the Chairman of the Ministerial 
Committee for the South: “ On the basis of the legislative approaches 
illustrated, of experience completed and of the results obtained by 
the policy for the South, it is clear that development action must 
be pursued on two planes. Direct action by the state must be 
paralleled by corresponding action aiming at the insertion in the 
economic policy of the country of a factor designed to ensure that 
this policy is in line with the interests of the underdeveloped area. 
In actual fact, the exigencies of the economically stronger zones are 
often decisive when it comes to determining general policies ” 
(p. 168). 

This affirmation reveals the dramatic aspect of the policies of 
regional development. They are designed with a view to eliminating 
clashes of regional interests, yet they run the risk of exacerbating 
such clashes when they follow a course that may be interpreted as 
creating obstacles to the economic expansion of the more dynamic 
regions. The political choices imposed by these clashes may be of 
many kinds, depending on the varying interests of parliamentary 
majorities. The economist must stand above the necessities of the 
day, but yet not misunderstand the forces which determine these 
choices in reality. He is naturally inclined to give preference to 
increasing the size of the cake over increasing the slices (i.e. to 
increasing the national income over improving regional distribution). 
However, in coming out in favour of this solution, he too is making 
a political choice, or he is presupposing that whoever is responsible 
for political choices has already assumed, as the main objective of 
the policy of regional development, the highest rate of expansion of 
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the national income that can be obtained from the resources of the 
country. If it can be expressed in these terms, the problem can no 
longer be that of deciding between a development policy for the 
whole country and a development policy for one or several regions. 
It may be added that these clashes are always possible when the 
means designed for the development of backward regions are 
supplied from the accumulated savings of other regions, but would 
weigh lightly if the choices for the use of the funds were really 
co-ordinated in such a way as to ensure maximum effectiveness — 
which is patently not the case. 


5) The Italian economic accounts contain some interesting 
facts relevant to this discussion. The Central Statistical Institute 
recently published “The Regional Economic Accounts” (7) in 
which the country is divided into three large areas: Northwest 
Italy, Northeast and Central Italy, Southern and Insular Italy. 
Table 1 of the book shows the series from 1951 to 1959 for resources 
and the use thereof. The first area uses a substantial part of its 
resources (19 per cent in 1959) for exports; the second and third 
areas are dependent on the first, since they maintain their level of 
consumption and investment only by means of net imports; the 
third zone — the South — absorbed, in 1959, 70 per cent of the 
net exports of the first area. In 1959, too, the net imports of the 
second area were low; (they fell from 401,400 million lire in 1951 
to 85,700 million in 1959), while, for the first time, the net exports 
of resources from Italy as a whole to foreign countries were of a 
certain magnitude. 

There is therefore a large region — Northwest Italy — which 
could clearly support, with its resources, its own development and 
that of the other two regions, but above all that of the Southern 
economy, since in the last two years there has been an actual export 
of resources from Italy to foreign countries. One may well ask what 
would happen to the development of the South if (through the 
cessation or deterioration of the autonomous development of North- 
west Italy) it could no longer rely on resources from that area, and 
one might equally well ask what would happen to the rate of 
development to North Italy if it could no longer rely on the 
expanded absorptive capacity of the Southern market. 


(7) In an extract from Annali di Statistica, series I, Vol. 11, Rome, 1960. 
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The facts suggest that policies of regional development must 
generally be regarded as support policies within the national develop- 
ment policy, conceived of as a unity; that is, as a way of bringing 
back into the economic circuit latent or incompletely utilized 
resources of the underdeveloped regions, and of identifying the 
opportunities for investment to be found in the country as a whole, 
and thus of swelling the flow of investments until they reach the 
necessary level at which a given annual rate of development of 
the national income can be attained. 


6) This finding, which seems to us to emerge from the 
“Italian case”, brings out once again the need for the planning 
of development, either in order to regulate, through suitable po- 
licies, the movement in time of the real process of growth of 
national economy, or to put into effect the balanced development 
of the regional economies. From this angle, the case of Italy is 
instructive, but it does not constitute a complete experience, since 
the planning of investments has hitherto been confined to those 
carried out by the Cassa (infrastructures) and recently to the 
industrial investments of those firms belonging to the two large 
state holding companies (I.R.I. and E.N.I.) which have worked out 
a four-year plan (1959-62) for their investments in Southern Italy. 





GIUSEPPE DI NarpI 
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“Administered Prices,, and Public Policy 


1. — Research on what are termed “administered prices”, 
whether undertaken privately by individual economists or promoted 
by public authorities, has generally been prompted by pressing 
practical concern. Considerations of method, the clarification of 
which may serve as a useful introduction to this analysis, make this 
research all the more important. 

It is generally accepted that the principal ‘subject for study in 
political economy — as a form of scientific research — is the 
intervention of the State in the field of economic relations, but 
that, none the less, there are also other interventions in economic 
life, due to other organised groups: local or international institutes, 
trade unions, agricultural and industrial organisations, business 
corporations and so on. Yet this second field of research has still 
not been properly explored, although there is no doubt about its 
importance, if only because of the present dimensions of some of 
these organised bodies and groups and of the widespread effects of 
their policy decisions, Hence the interest of the study of phenomena 
which, like that of “administered prices”, belong to this second 
field of research, and which lead one, among other things, to tackle 
the question — also still open — of the relations between the policy 
of these organised bodies or groups and public policy. 

A further ground for interest is the considerable empirical 
evidence collected and published in connection with the discussions 
on “administered prices”. Not that this material has yielded 
consistent conclusions. Indeed, the very evidence submitted by 
some as decisive has been judged irrelevant by others. Nevertheless 
it has undoubtedly enriched our knowledge of the interplay of 
motives underlying the behaviour of economic entities, and there 
is no need to stress the usefulness of this knowledge in any attempt 
to move beyond the simple motivation model assumed by economic 
analysis as an initial approximation, and often maintained unchanged 
even at levels of research with more realistic aims. 
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Lastly, this abundance of empirical evidence has prompted the 
comment that economists were, in the telling words of one writer, 
faced with “a phenomenon in search of a theory” (1). However, 
the developments of this research provide a wealth of stimuli for 
methodological thought, especially on the relations between eco- 
nomic analysis and the problems of practical policy. These relations 
are constantly in need of fresh examination, because the more deeply 
you go into the matter, the more you find that the clarification so 
far given on many aspects is unconvincing. But it will be possible 
to grasp this point more fully as the present study proceeds. 





2. — Up till now the technical expression, or if you prefer, 
technical jargon, used in this connection has been “ administered 
prices ”, but no accurate definition of the concept was given. This 
is the fate of all those expressions that, as they become current, 
circulate on the basis of their face value, without their conceptual 
content ever having been clarified. 

If we are to proceed more systematically, it is necessary to 
remember that the first use of the expression in question goes back 
over twenty-five years, and is mainly connected with the contribu- 
tions of an American economist — Gardiner Means. We refer, 
of course, to the moment at which the term appears in a carefully 
worked out context which is designed to justify its adoption, and 
not to the occasional use of it by somebody ahead of his time, whom 
historical research can always manage to discover. 

“By an administered price”, Means affirmed in a paper in 
1934 to the American Statistical Association, “I mean one which 
is set by administrative action and held constant for a period of 
time”. “In administered prices, therefore”, he added, “the price 
is rigid, at least for a period of time, and sales fluctuate with the 
demand at the rigid price ”. 

He went on to explain that “administered prices” were 
“basically different ” from “ market prices” which result from the 
interaction between buyers and sellers in a competitive market, 
and that the distinction postulated would not coincide with the 
traditional one between competitive prices and “ monopoly prices ”. 


(1) Joun M. Bram, “ Administered Prices: A Phenomenon in Search of a Theory”, 
American Economic Review, Papers and Proceedings of the Seventy-first annual meeting, 


May 1959, p. 431 et seq. 
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In principle, the latter prices may vary on the market not less than 
competitive ones, even if they are determined in a different way 
and are not necessarily characterised by the considerable rigidity 
which is said to be typical of “ administered prices” (2). 

There is no doubt that the terminology is not a very happy one, 
especially in view of its possible ambiguity as regards the alleged 
“ administrative ” character of the prices in which we are dealing. 
It is however obvious that, in the sense with which we are concerned, 
the term is not meant to refer to the intervention on the part of 
external administrative authorities, but to decisions adopted by the 
management of productive units, and corresponding to a conscious 
price policy on their part. 

It is essential, in any case, to go back to that distant study to 
have a genuine, explicit definition of “administered prices” or 
“ inflexible ” prices, as Means constantly added. In the broad current 
of subsequent research, the meaning and qualification of the terms 
are taken for granted, and the possible linguistic snags obviously 
seemed of minor importance in comparison with the complexity of 
the question of substance raised in Means’ writings. 

This paper, according to an authoritative commentator, gave rise 
to “one of the most vigorous controversies in recent economic 
literature” (3). And it is easy to realise how many questions 
— of theory, of empirical verification, and of policy — are connected 
with the specific consideration of the existence of flexible prices and 
inflexible or rigid prices in real economic systems (4). The discussion 
set out to investigate the nature of, and the factors affecting the 
flexibility or rigidity of price, and to try to reach a statistical 
measurement of the phenomenon; to analyse the effects of the 
phenomenon itself upon the level of economic activity (particularly 
with reference to the relations between flexibility of wages and 
employment), to ascertain in the same way the long run repercussions 
of the degree of price flexibility, or the consequences to be expected 


(2) Cf. Garpiver C, Means, “ Price Inflexibility and the Requirement of a Stabilizing 
Monetary System”, Journal of the American Statistical Association, June 1935, p. 401. 

(3) The expression is Jon M. Bram’s, cf. “Economic Concentration and Depression 
Price Rigidity ”, American Economic Review, May 1955, p. 566. 

(4) As Gustavo Del Vecchio has observed, “ if one takes into account the existence of 
rigid prices and non-rigid or flexible prices, one comes up against a more complex system, 


but more in line with reality”. Cf. G. Det Veccnio, La sintesi economica e la teoria del 
reddito, Padova, Cedam, 1950, p. 218. 
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in respect of the efficient use of resources, and hence of the func- 
tioning of the economic system. And this, to mention only the basic 
fields of research, without coming down to any specific points 
involved in each of these (5). 

During the war, attention was diverted to other pressing pro- 
blems, and the whole controversy was shelved. However, it was 
bound to arise again sooner or later, as in fact it has recently. But 
of course, in this new phase, research and discussions on “ admi- 
nistered prices” are taking place within an economic context very 
different from that obtaining in the thirties. 

At that time, the concern underlying the discussion flowed 
from a persistent and marked deflationary situation; whereas at 
present widespread fears are caused by the creeping inflation which 
seems to be establishing itself irreversibly in economic systems. 
And as the general conditions against which discussions take place 
change, there comes a change in the way “administered prices ” 
are held responsible. In a nutshell, in the years around 1934, these 
prices were regarded by Means and his followers as being largely 
responsible for the severity of the depression at that time. Whereas, 
in more recent years, the charge brought against “ administered 
prices ” is that they feed and support a particular type of inflation, 
which is in fact defined as “ administrative inflation”. This expres- 
sion is certainly not very elegant, and is intended to indicate 
broadly that this form of inflation is essentially determined by the 
increases in “ administered prices”. In both cases, the experience 
that economists have in mind is that of the United States, but the 
considerations advanced are general in scope, and are of interest 
mainly for that reason. 

It is on this precise attribution of responsibility, as will be 
readily understood, that the discussion more directly relevant to 
policy is pivoted. And since it is with problems of policy that we 
must deal, we shall have to examine these charges, both old and new. 


3. — In the research carried out in 1934 and in the years 
immediately following, Means recalls the re-equilibrating function 
attributed to price changes in the model of a competitive economic 


(5) See, also, for further bibliographical references, the full essay of Rictarp Rucctts, 
“The Nature of Price Flexibility and the Determinants of Relative Price Changes in the 
Economy ”, in the volume Business Concentration and Price Policy. A Report of the National 
Bureau of Economic Research, Princeton, University Press, 1955, p. 441 et seq. 
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system. We know that these changes, and the high degree of 
flexibility of the prices they reflect effect the readjustment necessary 
for a satisfactory use of resources and for an approximate equilibrium 
of the economic system itself. 

As against this hypothetical process, as Means remarked, 
empirical investigations indicate a marked limitation in the changes 
over a substantial number of prices: those very prices, in fact, 
which he regards as administered, using the definition set out above. 

He then seeks to establish in quantitative terms the relevance 
of the phenomenon to the economy under examination (i.e. that of 
the United States); to explain the factors determining the pheno- 
menon itself; and, lastly, to evaluate its effects and implications in 
respect of policy. 

Means’ measurement of this phenomenon is based on the 
ascertainment of the frequency of price changes for a given number 
of goods during a specific period. The survey covers about 750 
items taken from a well-known monthly index of wholesale prices 
(that of the Bureau of Labor Statistics) from 1926 to the end of 
1933: over the eight years under investigation, the survey shows that 
the distribution of prices tends to be U-shaped, one extreme com- 
prising prices subject to frequent changes, the other comprising 
prices that change less frequently, or in some case not at all. Hence 
the demand prompted by the survey (which obviously excluded the 
sector of public utilities regulated by tariffs) for the explicit recogni- 
tion of two different systems of determining prices — that based 
on the unceasing and reciprocal action of market forces, which is at 
the root of the “ flexible ” prices of the traditional economic analysis; 
and that based, on the contrary, on the policy decisions of manage- 
ments, which gives rise to prices established administratively and 
kept constant for appreciable periods of time. 

Means, as has been noted, was interested in the degree of 
frequency of price changes for each single item observed, and not in 
the amplitude of price changes. However, his survey also indicated 
that, in the years of acute depression under consideration, the prices 
subject to the most frequent changes were also those which suffered 
the greatest decline, while prices with the fewest changes were also 
those that underwent a more modest reduction. In 1932, for 
instance, “ flexible prices” fluctuated around a level equal to half 
that of 1929, while the “administered” prices were only 10 per 
cent below the pre-depression level. 
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The explanation of the phenomenon outlined by Means also 
rests on an empirical basis; in particular, it emerges from the link 
between the rigidity observed in the given prices and the degree of 
economic concentration in the corresponding productive sector. To 
the documentation of the trend towards concentration in the modern 
economy, Means, alone and in collaboration with Adolf Berle, had 
devoted studies, which are widely known and have also resulted in 
prolonged arguments (6). He draws, then, on his specialised 
knowledge in throwing light on the correlation indicated between 
rigidity of prices and the degree of industrial concentration. To 
quote his own words: “ As we go from the “atomistic” to the 
concentrated industries, we find more administered prices and the 
administered prices becoming more rigid. In spite of many excep- 
tions, the more concentrated the industry, in relation to its market, 
the more inflexible do prices become ” (7). 

He takes a severe view of the consequences of this state of 
affairs (as already noted) in connection with the slump at that time. 
“If all prices had been flexible”, Means writes, “it is doubtful if 
we would have had a serious depression after the stock crash of 
1929. Where prices are rigid, however, a general drop in demand 
has quite different and most disastrous results. Instead of producing 
lower prices, the drop in demand produces a drop in sales and 
production. In this manner, rigid prices can expand an initial small 
fluctuation of industrial activity into a cataclysmic depression... ”. 
And in fact the whole depression might properly be described as a 
general fall in prices in the area in which there is price flexibility, 
and a decline in productive activity in the area of rigid prices (8). 

In concrete terms, the distinction was identified with the one 
between the agricultural sector “in which practically the whole 
impact of falling demand worked itself out in falling prices” and 
the industrial sector, in which the contraction affected above all the 
level of production and employment. Accordingly, the discussions at 


(6) Cf. Means’ article “ The Growth in the Relative Importance of the Large Corpo- 
ration in American Economic Life ”, published in the American Economic Review, 1931, and 
recently reprinted in the volume Enterprise and Secular Change, Readings in Economic 
History, collected and edited by F.C. Lane and J.C. Rremersma, London, G. Allen and 
Unwin, 1953, p. 125 et seq. Also, by A. A. Bente and G.C. Means, the volume The 
Modern Corporation and Private Property, New York, MacMillan, 1933. 

(7) G. C. Means, “ Price Inflexibility etc.”, at., p. 407. 

(8) Cf. G.C. Means, “ Price Inflexibility etc. ”, cit., p. 411. 
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the time also reflected, to a great extent, the clash of interest 
between the two sectors. 

The polemical vigour of Means in indicating the consequences 
of rigid prices in the crisis did not, however, lead him to affirm that 
the elimination or the containment of their area should be a condi- 
tion for the reinforcement of stability. He believed that administered 
prices were an expression of the degree of control over the market 
which some firms can exercise, even if they are not in a position of 
actual monopoly, and that they were destined to remain present in 
modern economies, because they were inherently linked with the 
tendency towards concentration, and with the forms of industrial 
organisation prevailing in such economies. The task to be faced 
was therefore not that of eliminating these prices, but that of 
putting on an institutional plane the adjustments imposed by their 
very existence (9). 

This attitude neither anticipates, nor does it coincide with, the 
one assumed by Keynesian economists, where price rigidity is 
concerned. For their part, as we know, they concluded by attribut- 
ing to rigid prices a stabilising function in the cycle, thus completely 
reversing the views prevailing until that time: in their opinion, 
prices more resistant to deflationary pressures helped to support 
the aggregate income (10). 

Means held the opposite view, namely that the rigidity of prices 
was a basically disruptive phenomenon (in the absence of institu- 
tional correctives), and yet an integral part of the modern economic 
system, in as much as it was fundamentally connected with the 
irreversible process of industrial concentration (11). This connec- 


(9) What 1 mean — explained Means — is “ that inflexible, acministered prices are 
incompatible with automatic economic adjustment. Our economy has developed to the point 
where we simply cannot rely on the actions of individuals or enterprises acting independently 
to produce overall co-ordination and an effectively functioning economy. Unless we are 
willing to forego the benefits of modern technology, we are faced with the real task of 
figuring out how economic co-ordination can be achieved in the presence of inflexible, admi- 
nistered prices”. Cf. G.C. Means, “ Note on Inflexible Prices”, American Economic Review, 
March 1936. 

(10) Cf. in particular A. H. Hansen, Fiscal Policy and Business Cycles, New York, 
W. W. Norton, 1941; and, for a survey of the thought of other authors, J. K. Gatsrairn, 
“Monopoly and the Concentration of Economic Power”, in A Survey of Contemporary 
Economics, Philadelphia, Blakiston Co., 1949, p. 114. 

(11) “In their general significance... the rigid prices reflect the long progress ot 
economic concentration and appear to be an internal part of modern industrial organization, 
resting on modern technology”. Hence, the conclusion that we should accept rigid prices 
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tioti forms the focal point of his research and, at the same time, 
the most direct link between the earlier phase of research, which we 
have been considering so far, and the phase of the recent revival 
against a background of different economic conditions. 

That the link between concentration of production and price 
rigidity constituted the most significant aspect of the contribution 
of this economist became evident in the course of the debates which 
followed it, and which consisted, almost exclusively, of differences 
of opinion as to the soundness of the statistical evidence presented 
by Means. This evidence was therefore subjected to a subtle, and 
one might almost say captious scrutiny, in a whole series of refuta- 
tions and replies which dealt with the data used, the working 
methods, and the results. 

To give one example, it was objected that the enquiry was 
based on quoted prices, or list prices, and not on actual prices, 
which might differ to a considerable extent from the former, as a 
result of discounts, various rebates, the absorption of transport 
expenses and other reductions, which cannot be assessed accurately, 
but were probably practised on a scale by no means negligible 
during periods of depression. The result of this approach was 
artificially to accentuate the tendency to rigidity, even discounting 
the fact that one point had been overlooked: for some items ther 
might have been changes in quality even though the price remained 
static (12). 

It was also emphasised that an elaboration taking monthly 
price indexes as its starting point was destined to obscure per se 
the changes that occurred at a different interval, whether weekly 
or daily, and that was another reason to increase the doubts as to 
the scope of the conclusions reached (13). 

Lastly, it was contested that the results brought out by a limited 
inquiry could be extended to the whole price system, and above all 


“as inherent in our modern economy and build our economic institutions around them in 
such a manner that inflexible administered prices cease to be a disrupting factor”. Cf. G.C. 
Means, “ Price Inflexibility etc. ”, at., p. 408. 

(12) Cf., in particular, W. L. THorr and W. F. Crowper, The Structure of Industry, 
Temporary National Economic Committee, 1941. Objections as to the adequacy of the data 
have been repeatedly raised, among others, more recently, by M. J. BatLey in “ Administered 
Prices in the American Economy ™, included in a collection of writings published by the 
Joint Economic Committee of the United States Congress with the title: The Relationship 
of Prices to Economic Stability and Growth, Washington, 1958. 

(13) On this point, see T. Scrrovsky, “ Prices under Monopoly and Competition, Journal 
of Political Economy, 1941, p. 633 et seq. 
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be interpreted as incontrovertible evidence of the progressive exten- 
sion of the area subject to the phenomenon of rigidity (14). 

This enumeration, admittedly summary, although it may not do 
justice to the acuteness of the analyses carried out in support, or in 
criticism, of the various theses, does at least make it possible to 
understand how the discussion, as it became wider and more 
complicated, began to touch on a considerable number of problems. 
Nevertheless, it was precisely the possible correlation suggested 
between economic concentration and price rigidity which gave a 
focus to the discussion, if only for the necessary precision it 
furnished to the loose definition of “ administered prices” given by 
Means. By showing as their distinctive feature the fact that they 
were “set by administrative action and held constant for a period 
of time ”, as we know, he included in effect so vast a category that 
it could cover almost the whole of the prices charged in the retail 
sector; but this is not what worries people when they discuss the 
“ administrative control of prices” in the sense of ability to choose 
between various possible prices on the part of the sellers, as opposed 
to the mere acceptance by them of the prices “ made ” by the market. 
The type of “administrative” price-fixing which really merits 
attention is the one that stems from the processes of concentration 
and from the dominating position which it ensures to a restricted 
number of firms in individual markets. 

Considerations of this kind were advanced as early as 1936, 
when Galbraith had occasion to observe that it was not correct to 
present price rigidity as being due solely to a practice followed by 
the management in fixing prices; the rigidity should on the contrary 
be considered as “the joint product of the monopoly power and the 
nature of administration ” (15). Similar considerations are repeated 
by the economist who was the first to reopen the controversy after 
the war, Blair, since he too points out that the “ administered prices ” 
with which we must mainly deal are those occurring in the industries 
of an oligopolistic character, in which the adjustment to a decline 
in demand usually takes the form of a reduction in the level of 


(14) For a general discussion on the question and for further bibliographical indications, 
see E. S. Mason, “ Price Inflexibility”, The Review of Economic Statistics, May 1938, p. 53. 

(15) Cf. J. K. Garsrartn, “ Monopoly Power and Price Rigidities ”, Quarterly Journal 
of Economics, May 1936, p. 462 et seq. 
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production, rather than of prices (16). This confirms that the 
relation between the process of concentration and the rigidity of 
prices also constitutes the unifying link in time of the controversy. 
The most recent phase thereof, not less than the earlier phase, 
presents a number of approaches. In order to make possible a more 
systematic exposition, it will therefore be better to try to work back 
from the intricacy of polemics to the main ideas behind them. 


4. — A first approach, taking up Means’ objectives and his 
techniques of analysis, set out to give more convincing empirical 
evidences of the connection between economic concentration and 
price rigidity. If we compare the behaviour of the prices of products 
belonging respectively to the so-called “ atomistic ” area of produc- 
tion to that in which concentration predominates, one of the 
drawbacks is that the comparison itself reflects not only the diversity 
in the degree of concentration, but also the possible influence of 
other factors, such as the elasticity of demand, the structure of 
costs, the availability of data, and so on. Accordingly, if, as between 
the two areas, an increase in the rigidity of prices is observed, this 
cannot be attributed with certainty to the fact of concentration, 
because it might depend on, or at any rate be conditioned by, the 
other factors mentioned. 

In order to overcome this difficulty, Blair therefore thought of 
comparing the behaviour of the prices of the same products (in the 
“ atomistic ” area and in that of concentrated industries) in two 
different phases of depression at such a distance in time as to 
include a period in which there was an undoubted and admitted 
strengthening of the process of concentration. That being so, the 
influence of other possible variables might be assumed to be 
unchanged, and the differences observed in the behaviour of prices 
be attributed with greater reason to the development of economic 
concentration. 

Following this line of argument, Blair compared the behaviour 
of prices during the 1929-1933 depression and during the one 
experienced in the United States between 1890 and 1897, that is, 
immediately before the substantial movement of concentration that 


(16) Joun M. Bram set off “the timely revival of an old controversy ”, by his inquiry: 
“ Economic Concentration and Depression Price Rigidity”, American Economic Review, May 
1955, P- 566 et seq. By the same writer, see also the article cited in note (1). 
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took place at the turn of the century. Now, the essential results 
of the research, which was obviously complex and laborious in its 
technical details, seem to bear out Means’ thesis. In both depres- 
sions, prices are shown to be flexible in these sectors which present 
or retain, in both periods, a sufficiently atomistic structure (as, for 
example, in the case of agricultural, food, textile and timber 
products). Where, on the contrary, the rigidity of prices increased, 
it is generally correlated with the process of increased concentration, 
as appears — and very markedly — in the case of iron and steel 
products (17). 

On the data used in this analysis, as on the possibility of 
attributing general validity to its results, reservations have been 
made similar to those noted above (page 8), and it is not therefore 
necessary to dwell further on them. It is necessary, on the other 
hand, to point out that Blair succeeded, as was his intention (18), in 
drawing the attention of economists to the contrast between the 
flexibility and rigidity of prices. It was not, however, as he 
believed, only the re-emergence of new periods of depression in the 
post-war years which made it necessary to reconsider the problem. 
It was rather the persistence — already observed in 1953-1954 and 
more strongly in 1957-1958 — of the tendency for prices to rise 
even in periods of stagnation and of declines in production. This 
phenomenon, which has conferred on the most recent waves of 
economic decline the well-known character of “inflationary de- 
pressions ” has led people to wonder, among other things, whether 
and to what extent this was determined by the price policy 
followed by some firms, that is, by the practice of “ administered 
prices ” 

In the studies devoted to this question in recent times, particular 
importance has therefore attached to the analysis of the role of 
administered prices as an inflationary factor: and a second approach 
to research can then be singled out — the one that adopts this 
particular angle. 

Lastly, a third line of research has set out to establish a better 
balance between the mainly empirical character of the studies of 


(17) Cf. J. M. Bratr, “Economic Concentration and Depression Price Rigidity”, cit. 
In the area of flexible prices, the decline is higher, in general, in the 1929-33 period, as was 
to be expected given the unusual severity of the depression at that time (cf. p. 573). 
(18) Ibidem, p. 582. 
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the prenomenon in question and the need to make a more thorough 
examination of its theoretical rationale (19). Of course, the different 
objectives of the investigation are often found together even in one 
analysis (20); but, for convenience of exposition, it is preferable to 
adhere to the distinction outlined above. 


5. — Gardiner Means has once again intervened in the discus- 
sion with an affirmation that “ administered prices” are, in present 
conditions, decisive factors making for inflation. In accordance with 
his usual methodology, he has been at pains to make the facts speak 
for themselves. In his new contribution, he has analysed the move- 
ment of wholesale prices from 1942 to 1958 for numerous products, 
grouped according to his favourite criterion of distinguishing 
between sufficiently competitive sectors of production, where there 
is flexibility of prices, and the highly concentrated sectors of 
production, where there is a margin for the “ administrative ” 
fixing of prices and wages. Now the increase in prices which 
followed the jettisoning of war-time controls was patent mainly 
in the price sector most sensitive to market influences, as was to be 
expected in view of the typically monetary character of the infla- 
tionary process at that time. Whereas from 1953 on, and in 


particular in the two years 1957-1958, the increases were registered 
mainly in the oligopolistic sector of industry, and took place even 


(19) In connection with Blair’s survey, it has, for example, been observed that “ there 
would perhaps be less resistance, on the part of many economists, to the acceptance of the 
idea that concentration leads to price rigidity if they were given a good theory to explain 
why this should be so. It is true that [ ] some degree of market control is necessary 
for price rigidity. But what has not been shown is why those possessing market control 
should find price rigidity desirable ”. 

As possible schematic explanations of price rigidity “in a phase of depression”, the 
following suggestions have been made: the reluctance of management to reduce quoted 
prices (not necessarily those actually charged) in order to avoid possible unfavorable effects 
on public opinion when there is a rise later, once the crisis has really been overcome; the 
desire to reduce to the minimum cyclical fluctuations in demand; the fear of leading potential 
buyers to expect further reductions in prices, with the consequent postponement of purchases, 
especially for durable goods (cf. American Economic Review, May 1955, pp. 600-601). 

(20) A fortiori, the observation is valid for the volumes of essays, like the most valuable 
ones, published on the occasion of the two parliamentary inquiries carried out in the United 
States on the question which we are examining, with substantial participation of the most 
outstanding economists of the country. Cf. The Relationship of Prices to Economic Stability 
and Growth, already cited, and the subsequent series of Hearings on “ Administered Prices ”, 
Washington, 1959 — in particular, parts 9 and 10 (“ Administered Price Inflation: Alternative 
Public Policies ”). 
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under conditions of stagnation and recession, thus confirming, in 
Means’ opinion, the different origin of the most recent inflationary 
pressure: the origin, he felt, was to be sought precisely in the 
fairly wide margin of decision of the big firms in fixing their 
prices, and also in the power of the large trade unions to determine 
wages (21). The explicit inclusion of wages fixed through trade 
union action in the category of “administered prices” is in fact 
the most important difference between Means’ recent survey and 
the 1934 one (22). Another difference which should be pointed out 
is that while, in a period of depression, the accent was on the lack 
of flexibility downwards of certain prices, today the stress is on 
their flexibility upwards — determined by decisions of the manage- 
ment, and not by market conditions (23). This shift of emphasis 
has also been the subject of some pungent criticism which, by the 
way, does not seem justified (24). At bottom, the phenomenon to 
which it is intended to refer is that of a certain strategy in the 
oligopolistic fixing of prices. Now, clearly a strategy is not a 


(21) The documentation supplied by Means is included im toto in part g of the 
Hearings on “ Administered Prices”, at., pp. 4746-56. 

{22) It is interesting to unearth the following statement by Means in his article on 
“ Price Inflexibility ”, at.: “It should be noted that, in the United States, labor organization 
has been only a very secondary influence in producing rigid prices. In such concentrated 
industries as stee! and automobiles, union organization has been negligible in strength, yet 
prices have been inflexible ”. 

His present position takes into due consideration the changes that have since taken 
place in the “facts”, and agrees that “in theory an administrative inflation could arise 
either from labor secking to push up wage rates faster than productivity, or from mana- 
gement seeking to increase profit margins, or from a combination of these two ”. (Hearings, 
cit., p. 4762). In point of fact, in the particular historical situation under examination, he 
denies that the inflationary pressure was caused by excessive wage demands. (Hearings, at., 
p. 4769). The same conclusion is reached by G. Acktey in a balanced analysis of “ Admi- 
nistered Prices and the Inflationary Process”, American Economic Review, May 1959. On 
this issue contrasts of opinion assume a highly emotional character and often lead to an 
attempt to spread the blame. In any case, as Ackley observes, “If prices as well as wages 
are set by an essentially political process, economists should have guilty consciences about 
casually concluding that only labor’s excessive wage claims can be responsible for creeping 
inflation, when these claims can be judged excessive only because they are inconsistent, at 
stable prices, with the also politically determined mark up claims of business ” (p. 430). 

(23) A resounding example, destined in all probability to remain of crucial importance, 
was furnished by the United States steel industry when, in the second part of 1958, it decided 
to increase its prices, though operating only at 60 per cent of capacity. 

(24) Cf. G. Haserter, “ Internal Factors Causing and Propagating Inflation ”, roneoed 
paper at the “ Round Table on Inflation” of the International Economic Association, Elsi- 
nore, 1959. 
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one-way affair, but is adapted to circumstances, now adopting 
rigidity, now pushing prices up, as the circumstances require. 

As against this, the remarks made in general as upon Means’ 
approach are still valid, in the sense that the factual documentation 
collected, with laudable industry, is not conclusive, as he seems to 
think, since it lends itself to divergent interpretations. It is admitted 
that the price increases in the most recent period are met with in the 
highly concentrated sector of industry, but is it not possible that this 
phenomenon turns on the fact that it was precisely this sector which 
experienced a buoyant rise in investments, and could it not be a 
case of a delayed adjustment of prices in a sector which, at the 
time, was more closely subjected to war time controls? 

This is in effect to affirm the need to give a theoretical basis 
to the relation outlined between “administered prices” and the 
inflationary process: and there has been no lack of economists 
who have set out to provide one. 

The oligopolistic rationale in fixing prices is indicated, for 
example, in a behaviour which usually does not propose to achieve 
the full maximization of profits (of course, at the level that would 
be permitted in such cases, by the dominating position of a restricted 
number of big firms in the market). The oligopolistic sector thus 
disposes, in the view of the economist who has outlined this inter- 
pretative model, Galbraith, of “a quantum of what may be called 
unliquidated monopoly gains ” (25), and realizable, in consequence, 
at the discretion of the firms themselves through the increase in 
prices, up to the level corresponding to the effective maximization 
of their profits. 

Now, in deciding these possible increases in circumstances of 
particular importance — in connection, let us suppose, with contested 
increases in wages or with official rises in the rates of interest — 
the oligopolistic firms would succeed in maintaining, and even in 
increasing, their profits, quite apart from attributing the resultant 
rise in prices to the conduct of other operative factors (organized 
labour or the monetary authorities) instead of to their own actions. 


(25) Cf. J. K. Garsrartn, “ Market Structure and Stabilization Policy”, in The Review 
of Economics and Statistics, May 1957, p. 124 et seq. Among the criticisms advanced against 
Galbraith’s theoretical model, see in particular that of W. J. Baumot, “ Price Behavior, Sta- 
bility and Growth”, in the volume The Relationship of Prices to Economic Stability and 
Growth, cit., p. 49. 
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The logic of this model leads us to assign decisive weight to the 
oligopolistic sector in the development of the latest inflationary 
tendencies, and also to deny the efficacy of counterinflationary 
action of a monetary or fiscal character, which in any case would 
place the burden of the readjustment only on the competitive 
sector (26). 

Another shrewd economist, Baumol, agrees that the criterion 
followed by oligopolistic firms in fixing prices is not that of profit 
maximization. In fact, in his view, the prevailing objective that 
such firms generally have in mind is “ to maximize not profits, but 
sales volume ”. 

Therefore, provided the profits keep at a level considered 
“ satisfactory ”, the management concentrates on increasing sales, 
not profits; and if there is an unrealised profit margin, it is deli- 
berate, it is not a manoeuvre on the part of the management, because 
it represents the alternative the management is prepared to sacrifice 
in order to achieve the target regarded as more important. It would 
follow that any measures to reduce total demand and to increase 
interest rates — since they affect the volume of sales — would not 
fail to strike the oligopolistic sector as well, and reduce its contri- 
bution to inflation. 

The logic of this interpretative model leads one to attribute less 
weight to the oligopolistic sector in relation to the inflationary 
process examined (to which the competitive sector is not extraneous 
either) and to reaffirm the efficiency of restrictive monetary or fiscal 
measures (27). 

Other economists, from the specific examination of the relations 
between “administered prices” and inflation, have moved on to 
more general considerations about the actual process of the deter- 
mination of prices in the big corporations, bringing out in particular 
the institutional transformations that have occurred in the sense that, 
once a certain magnitude is reached, we end up by attributing either 
directly or implicitly to the firms themselves a status more or less 


(26) “... monetary and fiscal policy do not make contact with present forms of 
inflation, at least in a useful or practical way”. Thus, J. K. Gatsrairn in the Hearings, 
ait., p. 4928. 

(27) Baumol warns us that he is not “to be interpreted to hold the position that 
different monetary and fiscal policies all and always fall with exactly equal weight on the 
competitive and oligopolistic sectors of the economy”. Cf. The Relationship of Prices to 
Economic Stability and Growth, cit., p. 56. 
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similar to that of public utilities (28). The not infrequent official 
reminders or appeals to the sense of responsibility of the big firms, 
for instance, “to recognize the considerable public implications of 
the prices fixed for their goods and services” have themselves been 
adopted as a confirmation of that “public utility conditioning ” 
which now surrounds large companies. In fact, the affirmation 
(advanced by Lanzillotti) that the large-scale units of production 
“tend to behave more and more like public utilities” (29) has 
given rise to a dispute in the American Economic Review in 1959 
in as much as the affirmation itself seemed at one point too summary 
and likely to generate the conviction that the firms dominating the 
market do not seek to derive the greatest possible advantage, but 
rather observe a public-spirited line of conduct (30). 

Lanzillotti has not been slow in clarifying the limits of his 
analogy; his intention was only to stress that, in both types of case, 
price policy appears to depend on the predetermination of an average 
rate of return on investments, while for the rest no judgement was 
given on the “ fairness” of the rate itself (31). 

Moreover, even in the same article containing the affirmation 
under discussion, Lanzillotti has not failed to observe that the 
possibility open to the management of big corporations to choose 
between various lines of action was “a fairly clear manifestation of 
economic or market power ”, and raised serious questions of public 
policy. “ What is the net impact of these policies”, he wondered, 


(28) The expression reproduces that of R. F. Lanzittorti (“ quasi-public utility status ”) 
in a study of his own: “ Some Characteristics and Economic Effects of Pricing Objectives in 
Large Corporations”, published in the volume referred to: The Relationship of Prices to 
Economic Stability and Growth, p. 441 et seq. 

(29) Cf. R.F. Lanzmuorri, “ Pricing Objectives in Large Companies”, American 
Economic Review, December 1958, p. 940. This essay is presented by the writer as an 
interpretative synthesis of an investigation promoted by the Brookings Institute, the results 
of which have been more extensively illustrated in the volume “ Pricing in Big Business ”, 
by A. D. H. Kaptan, J. B. Dirtan and R. F. Lanzmuormi, Washington, 1958. 

(30) Cf. American Economic Review, September 1959. The critical observations of 
Atrrep E. Kaun were particularly vigorous, both in bringing out the ambiguity made possible 
by Lanzillotti’s expression and in reaffirming “ the economist’s traditional concern with market 
power and his corresponding assumption that, to the extent such power exists, it will be 
exercised in the interest of those who possess it” (p. 678). 

(31) See Lanzillotti’s reply in the same number of the American Economic Review, 
p- 679 et seq. The other essays by the same writer already cited illustrate profusely the 
behaviour that he considers typical of the big companies in price fixing: the search, that is, 
for “ a pre-determined profit target rate of return on investment [.... . ], frequently balanced 
with market share considerations ”. 
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“on economic growth and stability? More specifically, do target- 
return pricing, profits planning, and the attendant price behavior 
tend to promote or inhibit stability and growth”? The importance 
of these questions is obviously not diminished by the fact that they 
are only advanced in this connection, since the writer observes that 
an adequate reply would have called for more extensive research on 
the policy objectives of the big firms and detailed studies on the 
programming of prices, profits and investments on the part of 
individual companies in the various phases of the cycle (32). 

In this way, as usually happens when we are dealing with a 
question coming within the area of imperfect competition and 
oligopoly, a large number of important questions remains open. 
Nevertheless, if we sum up the lessons of the research carried out 
so far, and consider its implications as regards policy, the range of 
alternatives resulting from it may be stated in the following terms. 

One policy that might be adopted towards the phenomenon of 
administered prices is abstention from any public intervention. And 
this must be recorded not so much for the sake of completeness or 
because it has been explicitly put forward by some writers (33) as 
because of the current realization that even “ laissez faire ” constitutes 
a form of policy. More particularly, an attitude of abstension cannot 
be regarded as “ neutral ” towards the various interests at stake. 

Another possible policy likewise excludes the need for new 
forms of public intervention to deal with the practice of “ admini- 
stered prices”, but only to the extent that it considers valid, or at 
any rate effective, the controls provided by existing anti-monopolistic 
legislation. An attitude of this kind has found various supporters 
in the United States of America (34); and we have deliberately 
recalled the experience of this country, because it shows that vastness 
of market and deeply rooted tradition of legislative measures to 
curb the concentration of economic power do not per se eliminate 
the emergence of tendencies such as those examined here in connec- 
tion with the concrete process of price determination. And, it is 
obviously useful to keep in mind this experience in the institutional 


(32) Cf. the article cited: “ Pricing Objectives in Large Companies”, p. 940. 

(33) “ It is my opinion that the subject of administered prices in the free or unregulated 
part of the economy is not of itself a proper concern of public policy, nor a subject worthy 
of the attention of the Congress”. See M.J. Baey in the article: “ Administered Prices 
in the American Economy”, cit. 

(34) Cf. Parts 9 and 10 of the Hearings on “ Administered Prices”, cit. 
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developments connected with European economic integration, which 
is now laboriously under way and which affects us much more 
closely (35). 

A different attitude is adopted by those who consider that the 
controls provided by anti-monopolistic legislation, and also by the 
monetary and fiscal measures referred to above, though applicable 
because of the contribution that may rightly be expected of them, 
are not instruments sufficient to check the tendency towards « ad- 
ministered prices». The need for further and specific measures of 
public intervention, which is recognized in such cases, leads to 
suggest different courses of action. 

The mildest would be that combination of appeals, warnings, 
and pressure from above which are the concrete forms of interven- 
tion exercised through so called « moral suasion ». The most drastic 
line would call for the prior notification to previously established 
public organs of any intentions to increase prices, and an institu- 
tionalized debate on the justification and on the extent of these 
increases, specially in the case of some sectors that have a guiding 
function in the almost periodical rises of prices and in their sub- 
sequent spread. 

The atmosphere of public interest conditioning the decisions 
of the big firms concerning prices, which even now materializes 
— as we observed above — when recourse is had to official invita- 
tions, warnings or appeals to moderate such increases, is decidedly 
accentuated when the application of the projected increases is system- 
atically subordinated to the debate that has been called for, in 
Parliament or in other appropriate forums. But this is precisely 
the result envisaged by the supporters of a procedure of this kind. 

It is not a question of interfering in the functioning of the 
market, writes Galbraith, but of bringing the public interest to bear 
on what is now private price fixing (36). And Lerner, in his turn, 
makes an explicit reference to the way of regulating prices adopted 


(35) This is particularly so if the thesis ably sustained by Scitovsky is shared, according 
to which the advantages of European economic integration may be expected from its effects 
on the intensity and the nature of competition rather than from a greater impulse to pro- 
ductive specialization between European countries. Cf. T. Scrrovsky, Economic Theory and 
Western European Integration, London, G. Allen and Unwin, 1958; in particular, p. 68. 

(36) Cf. Hearings on “ Administered Prices”, cit., p. 4932. In the same publication, 
there is also a reference to the thinking of the writer cited on the concrete procedure to be 
followed in carrying out the projected public debates in connection with the problems of the 
United States. 
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in regard to public concerns. In the same way, he affirms, as public 
utility prices can be and are being regulated so as to prevent mono- 
polistic exploitation of consumers that would take place if the level 
of prices were excessive, so « administered » prices and wages can, 
and should, be regulated in order to prevent both inflationary pres- 
sure due to the policies of the sellers, and the depression that may 
follow as a result (37). 

In concrete terms, the public authorities of various countries 
have frequently had recourse of late to appeals and warnings calling 
for a conscious and joint effort on the part of the various economic 
sectors in order to avoid or contain rises in prices likely to have 
inflationary repercussions (38). This persuasive action has in general 
proved sterile, but is not however without significance, in as much 
as it implies the recognition of the importance of that « area of 
discretion » of which the big firms dispose in fixing prices (39) 


— an importance which some persist in contesting and under- 
estimating (40). 


(37) Cf. The Relationship of Prices to Economic Stability and Growth, cit., p. 267. 

(38) Documentation on this point is provided, not only by numerous official American 
publications on the state of the country’s economy, but by the appeal for price stability 
addressed to the productive categories by the British Chancellor of the Exchequer in Decem- 
ber 1958, and by the request for a study on the price and wages situation submitted by the 
German Chancellor of the Federal Republic of Germany to the Central Bank with a view 
to informing public opinion. That study, made public in January 1960, indicates, among 
other lines of action useful for keeping down prices, a more liberal import policy, increased 
rationalization of the distributive system, and greater influence over the big companies’ 
practice of fixing prices. 

(39) This phenomenon is at times set against the policy of price support in the agri- 
cultural sector, and this latter tendency is denounced as a factor making for rigidity or the 
constant rise in prices. This, however, is another story, and any distortions or tensions 
provoked by this policy are no reason for losing interest in those originating in the practice 
of “ administrative prices” or for regarding them as legitimate. 

(40) G. Haberler, in this respect, takes an extreme position in the above quoted article 
(cf. footnote 24) when he contests “the basic assumption of the widespread existence of 
monopoly power in numerous industries designated as concentrated ” and when he criticizes 
even the use of some economic terms, even if widely used, such as “ oligopolistic”, given 
to certain industries (p. 28). According to his thesis, in the sectors “ competition is not 
atomistic, but it is nonetheless very real”; this thesis is reinforced by a reference to the 
well-known Schumpeterian long period reasoning and to its echo which is to be found in 
Galbraith’s book on the American capitalism. 

Now, it seems that it is really going to far if, on the basis of well grounded reasoning 
aimed at illustrating the irreversible aspects of productive concentration resulting from techno- 
logical progress and the very advantages that derive from it in the raising of the standard 
of living, the point is reached of denying the possibilities of dominating the market, which 
in any case is the outcome. After all, consumers live in a succession of short periods, and 
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Moreover, the most penetrating policy considered — the last 
one — has not hitherto developed beyond a possible model of action, 
but it is just as significant as the rest, since it bears witness to the 
autonomous position of the economist concerned with the problem 
of policy with exclusively scientific aims and to the fact that it is 
frequently ahead of its times in its vision with regard to the decisions 
adopted in practice. In a field of research inevitably subject to sec- 
tional influences, it is this spirit of inquiry that in the end is bound 
to be decisive if constructive ideas are to prevail over vested interests 
and if there is to be an effective control by society of economic 
forces. 


Feperico CaFFE 
Rome 


to them the pressure of monopolistic power, exercised by those who have the opportunity to 
use it, appears, from direct experience “ very real *. On these problems, see P. Sytos Lasint, 
Oligopolio e progresso tecnico, Milano, 1957. 





A Unique Experiment in Escalated Wages 


The Wage Reform of 1947 in Finland 


In Finland, escalated wages on a national level were first being 
applied in 1942, as soon as government regulation of wages had 
been established. The wages were linked to the cost of living index 
and were, during the war years, allowed to be raised by two-thirds 
of the rise of the index. After the war, the clause was changed so 
as to give full compensation for rising costs of living, but already 
in 1945 was again repealed. In the ensuing epoch of inflationary 
anarchy prices were rapidly shooting to the heights but even more 
rapid was the rise of wages, as will appear from the following table: 
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The rise of industrial wages was substantially exceeded by that 
of agricultural wages, whereas salaries lagged far behind. 

The steep rise of manual wages in the first postwar years was 
partly a consequence of acute shortage of labour, and partly, of the 
growing political power amassed by the trade unions during this 
turbulent epoch. Wages rising in relation to prices need not, of 
course, have any inflationary effect, provided that they do not rise, 
on an average, more rapidly than the productivity of labour. In 
Finland the national product per capita had, however, been substan- 
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tially reduced during the war years; in 1945 it stood at 85° of the 
corresponding figure of 1938, and attained its prewar level only in 
1948. Obviously there did not exist in this “empty economy ”, 
where “too much money was chasing too few goods”, a margin 
in the national income wide enough to allow wages to be raised at 
the pace as actually happened without thereby releasing additional 
inflationary pressure on prices. 

Towards the end of the epoch this “ wage inflation” became 
still more intensified, as labour was finding out that the attempts 
to control the prices by government regulations proved futile, each 
rise of wages being followed by rising prices. In the summer of 
1947, the growing dissatisfaction gave birth to numerous local strikes 
and finally to new radical wage demands launched by the Federa- 
tion of the Trade Unions and accompanied by the threat of a 
general strike, if not accepted. The ensuing negotiations led to a 
truce, the government conceding to most of the wage demands, and 
the trade unions on their part, declaring themselves willing to with- 
draw the strike call and to follow in the future certain “rules of 
the game”. The most noteworthy features of this remarkable truce, 
as it was confirmed by a government decree of October 3, 1947, 
may be summed up as follows: 


1. The country was divided into four districts according to 
variations in the cost of living, and the manual wage-earners in each 
of these geographical districts into four groups according to their 
status as skilled labour, semi-skilled, etc. 


2. The wage rates fixed for each group represented, including 
some fringe benefits, on an average a 25 to 30% rise in wages. 


3. The lower rates being raised relatively more, as the out- 
come of economic and political necessity and the egalitarian principle 
applied, the margin between the lowest and the highest wage cate- 
gories was narrowed down from about 30° to roughly 20%. 


4. The decree included, however, numerous “ escape clauses ” 
for those wage-earners who could not be pressed into these narrow 
margins. Thus, the wage norms might under special circumstances 
be raised or lowered by 5°, in individual cases even by 10 to 15°; 
for extra heavy or dirty work, for night work and for work paid 
by the piece, the standard rates could be raised varying from 10 to 
30°; regard could also be taken to such personal qualifications like 
educational training, etc. 
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5. The wages were linked to a new cost of living index by 
an escalator clause which provided for a 514°% imcrease in wages 
from their basic level of October 1947 whenever the index showed 
an increase of at least 5°94 from the same base period. The wage- 
earners were, consequently, guaranteed an 110°/, compensation, equal 
to a 10% over-compensation, for a rise in the price index. This 
over-compensation became, however, gradually reduced with prices 
continuing to rise and would e.g. be only 554 when the index had 
reached the point 200. The necessary adjustments of wages were to 
be made quarterly, in January 1948 for the first time, on the basis 
of the index figure two months earlier. 


6. The wages were, on the other hand, to be reduced by 5% 
if the index showed a decline of at least 10°%. Though this case 
remained only a theoretical one, as the index never declined as 
much, it is interesting to note that, whichever way prices happened 
to turn, the wage system was constructed, not only to secure the 
level of real wages, as established by the government decree, but 
also to give the wage-earners over-compensation for price changes. 


7. The new cost of living index was to be based on actual 
living costs in October 1947. This led to the curious result that 
illegal black market prices of butter were included in this official 
price index, as it was found out that about 40° of the national 
butter consumption was, at that time, still covered by the black 
market. 


8. The wage system was clearly invulnerable as long as the 
two partners of the truce, the government and the Federation of 
the Trade Unions, remained unanimous in backing it, for together 
they formed a strong monopoly power in the labour market. The 
opposition of the employers and of the official Economic Council 
to this reform and their warnings of a new inflationary wave in 
the wake of it were, consequently, of no avail. 


The avowed end of the wage reform was to “ attain a fair and 
stable order of prices and wages” and it attempted further to bring 
about a new division of the national income by steeply adjusting 
manual wages upwards on an egalitarian line and by securing, with 
a safe margin, the real purchasing power of the wages thus esta- 
blished by an over-compensatory escalator clause, all this reinforced 
by a collective support of the government and labour. It was a bold 
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and in some respects even unique experiment in wage policy, but 
it left also a difficult legacy for the coming years to solve. 


The Legacy: Increased Pressure on Prices 


The inflationary pressure on prices, already effective before, was, 
on account of the increased costs of production and the enhanced 
purchasing power of the wage-earners, substantially intensified by 
the wage reform. That would not have been the case, not to the 
same extent at least, if prices would have been allowed to adapt 
themselves to the new level of wages before these were linked to 
the cost of living index by the escalator clause. 

Evidently, as long as such pressure on prices persisted, the sta- 
bility between prices and wages, if attained, would have been a 
precarious one and could not have lasted for long. The latent 
inflation could namely, at an unguarded moment, burst into open 
inflation whereby wages also would have automatically been forced 
upwards with an even accelerated pace, on account of the over- 
compensatory escalator clause, thus, possibly, starting a pernicious 
price and wage spiral. Such gloomy predictions were, at any rate, 
uttered on the enactment of the government decree; the leading 
economic journal of the country foresaw, e.g. that within one year 
prices and wages would have climbed to twice as high a level, or 
even more. 

In order to avoid such a fatal course of things it was pertinent 
for the economic policy to remove, as soon as possible, the pressure 
of latent inflation by restoring the disturbed balance between prices 
and wages, or else — in the short run — to try to prevent the 
prices, or rather the cost of living index, from shooting upwards. 
That was, indeed, the line which the policy set in, deliberately or 
just under the pressure of circumstances. 

After the generating of new inflation had ceased, there were, 
in principle, three ways for removing the inflationary pressure at 


hand (1): 


1. Activation of Latent inflation by allowing prices to rise 
until the inflationary pressure was eliminated. Obviously, this way 


(1) Cf. E. M. Bernstein, “ Latent Inflation: Problems and Policies ”, Staff Papers, Inter- 
national Monetary Fund, Vol. I, No. 1, Washington, D.C., 1950. 
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was not possible under the conditions prevailing in Finland at the 
time, as any rise of the price level would necessarily have put the 
escalator clause in operation and the result would have been a spiral 
rise of prices and wages. 


2. Wiping Out Latent Inflation by reducing the excessive 
purchasing power, emanating from wages just raised, by heavy 
taxation, forced loans, etc. Evidently, neither was this way passable, 
as it would have been firmly opposed by the trade unions, and in 
fact was at some slight attempts in this direction by the government. 
If persisted in, the result would have been new disturbances on the 
labour market. 


3. Working Off Latent Inflation. The inflationary pressure 
exerted by wages upon prices can, in an expanding economy with 
rising productivity, be made gradually to disappear, provided wages 
are not raised pari passu with increased productivity and the prices 
remain stable for the time being. This line of policy was, indeed, 
the only one left for the Finnish stabilisation efforts, nor was it an 
impossible one on account of the steadily increasing productivity 
during subsequent years. As a matter of fact, the real domestic 
product per capita rose by 31° from 1948 to 1955. 


Nevertheless, a policy carried on along these lines could meet 
with success only provided that, until the inflationary pressure had 
been removed, all efforts were directed towards preventing prices, 
relevant for the escalator clause, from rising, and, of course, pro- 
vided further that no disturbing factors turned up, powerful enough 
to upset the stabilisation plan. 

In conformity with this guiding principle, the economic policy 
was subsequently labouring in keeping price regulations, inherited 
from the war time, intact and even intensifying existing restrictions. 
Especially house rents, rates of exchange and even interest rates 
were “ frozen”, as far as practicable. Similarly, cheap imports were 
used at critical moments for lowering strategically important home 
market prices and a policy of so-called “ points buying” was ini- 
tiated with the purpose of keeping, by subsidies, the cost of living 
index a few points lower than otherwise would have been the case. 
All this price controlling machinery was, of course, developed only 
gradually, it was alternatively moderated or tightened, and ultima- 
tely, also gradually, demolished, though this work is not even today 
finally finished. 
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First Round: 1947-1950 


“ A fair and stable level of prices and wages ”, aimed at by the 
wage reform of 1947 was not achieved, for the prices continued to 
rise and, on account of the escalator clause, wages too were now 
automatically drawn upwards by prices. Thus already in November 
1947, the new cost of living index, to which the wages had been 
linked, exceeded by one point the critical line of 105 and the wages 
were, according to the rules of the game, two months later raised 
by 54%. Again, in February 1948 the point 110, the next critical 
line in order, was surpassed by no less than four points and the 
wages had consequently once more to be raised by 514%. The 
much dreaded escalator clause had thus been called into action and 
the pessimistic forebodings of a continuous price-wage spiral seemed 
to have become true. 

Fortunately, the rise of the index stopped at this. For more than 
one year and a half it remained fairly stable. A brake on the infla- 
tionary forces had been put on, partly by falling import prices in 
connection with a business recession which set in late in 1948 and 
deepened in 1949, and partly by rapidly declining black market 
prices, the legal markets being filled with a growing supply of 
consumer goods. 

Had this favourable trend of prices continued and had wages 
too remained stable, the inflationary pressure caused by “ wage infla- 
tion” might have been “ worked off” in a relatively short span of 
time, the productivity of labour steadily increasing. Unfortunately, 
however, the stability, temporarily achieved, was unstable and was 
broken by de-stabilising factors soon entering the stage. 

The labour market became again restless towards the end of 
1948, though peace was then restored by the government conceding 
wage adjustments to certain groups of labour whose wages lagged 
behind. The situation grew, however, more critical about one year 
later, the trade unions requesting a 10°/, wage increase in excess of 
the automatic adjustments ensuing from the operation of the escalator 
clause. The dissatisfaction of labour with the prevailing order was 
mainly caused by the divergent courses taken by the old cost of 
living index and the new one which included black market prices 
and to which wages had been linked. Whereas the former had 
advanced from October 1947 to November 1949 by 30%, the latter 
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showed simultaneously, on account of the crash on the black market, 
only a rise of 1394. And whereas the former would have given 
labour a 514°, wage rise in six scores, they had actually received 
only two automatic wage rises, and the last one as far back as in 
April 1948. 

Another factor arousing vexation in the labour camp was the 
government’s inability, on account of internal and external strains 
on the price structure, strictly to adhere to the price freeze policy 
which was essential for keeping a stable price level. Thus, rents 
were from time to time moderately adjusted, as they were lagging 
far behind the rising costs of house construction. The same was 
true with respect to exchange rates which very belatedly were raised 
by about 40° during the latter half of 1949. This action had become 
unavoidable, as Finland was suffering from a severe slump in her 
export trade and as it had to be done even in the face of the danger 
that a subsequent rise in import prices might upset the stabilisation 
policy carried on. The situation the policy was thus confronted with 
represented a topsy-turvy world: the restoring of equilibrium be- 
tween different price categories would have required unfreezing of 
controlled prices whereas a continuous price freeze seemed obligatory 
for the preservation of stable prices and wages. A policy vacillating 
between conflicting aims became a cruising between Scylla and 
Charybdis. 

Put against the wall by the demand of a 10% rise in wages 
just mentioned, the Government conceded to a 714°, rise, due from 
January 1950. Almost simultaneously the wage decree of 1947 was 
repealed and the Government control of wages abolished. The fixing 
of wages was now left to normal market procedure. The Central 
Association of the Employers and the Federation of the Trade Unions 
being, however, unable to reach an agreement, the Government had 
to take the lead in May 1950 once more: wages were raised by 15 
to 20° and linked again to the cost of living index. 

This new stabilisation attempt proved a total failure, as the out- 
break of the Korean war soon afterwards sent prices in foreign trade 
shooting upwards. It took more than a year of recurrent negotia- 
tions and compromises, of labour unrest and even a general strike, 
as well as of increased subsidies, before, in October 1951, a new 
wage system of any durability could be established. Meanwhile, 
during the two-year inter-regnum of 1950 and 1951, wages had risen 
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by about 60%, the wholesale prices by nearly 705%, whereas the 
simultaneous rise in the cost of living index stopped halfway to that, 
mainly on account of the policy of subsidies. 


Second Round 


The new wage system of 1951 lay primarily on the same founda- 
tion as that of 1947, as the policy of Government controlled wages 
was continued and a new lease of life was given to the escalator 
clause. But there were also some significant differences between the 
two systems: 


1. The wages were now linked to a new cost of living index, 
with October 1951 as the basic period. In this specially constructed 
index, the effect of direct taxes on prices (as well as, on the other 
hand, that of children’s allowances and other fringe benefits on 
the consumer’s budget) was eliminated. This innovation gave the 
Government more elbow room in its fight against inflation, as it 
was no longer necessary to consider, at least not to the same extent, 
the possible reaction of the escalator clause to a tax raising policy. 


2. Wage adjustments were to take place quarterly, and only 
after the quarterly average had gone up to the point 105. Each five 
point rise in the index was to call forth a corresponding rise in 
wages. Consequently, the principle of full compensation had been 
substituted for that of over-compensation from the year 1947, a 
reform obviously reducing a possible inflationary effect of the esca- 
lator clause. 


3- Even more important was the fact that the enactment of 
the new wage system was this time not connected with a simult- 
aneous, all-over rise of wages. The linking of wages to prices was, 
therefore, effected in a more realistic way than had been the case 
in 1947 when the escalator clause had been tied to a too low and 
already obsolete index point. 


All these “ built-in” features, new in the wage system, re- 
presented, from the viewpoint of their inflationary effect, evident 
improvements in comparison to 1947. They seemed thus to point to 
a smoother road for the wage policy. Nevertheless, there was in the 
system still the fatal weakness that the price level to which the 
wages were linked, had been artificially lowered by a liberal use of 
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subsidies and other similar devices. The inflationary pressure still 
persisting was, however, temporarily mitigated by the severe slump 
in world trade which followed after the Korean boom. This was 
reflected in Finland by steeply falling prices of imported goods as 
well as by rising unemployment which reached its climax during 
the winter months of 1952-1953 and 1953-1954. These events 
helped to keep prices and wages under fairly effective control during 
the period 1952-1955, as is demonstrated by following figures: 


Industrial wages (men) 


| 

Cost of living index 
atest | (October som te 100) | a aa 
1952 101 102 
1953 103 104 
} 1954 103 106 
1955 100 rrr 
| 1956 III 523 
| 1957 124 130 | 
| 1958 132 136 | 
1959 134 144 


It must be added, however, that the picture given by these 
figures is somewhat treacherous, especially for 1954. With awaken- 
ing trade revival the price trend began again to point upwards and 
pressed the cost of living index already in January 1954 up to 104 
where it was halted by the “ points buying” policy. This aroused, 
however, the disfavour of labour which was deprived of the 5% 
wage increase which the index point 105 automatically would have 
brought about. The trade unions came forward under such cir- 
cumstances with an ultimative request, backed again with the 
threat of a general strike, that the index had either to be pressed 
back to 100, or else was to be allowed to rise to 105 and constantly 


kept there. 


In this dilemma, the Government chose the former alternative 
as a lesser evil, as it would not call the escalator clause into opera- 
tion. Prices were in November 1954 pressed down even to the 
point 98. By this heroic effort, peace was indeed restored on the 
labour market and the stabilisation policy could be carried on. 
The reduced excises and customs duties as well as the enlarged 
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subsidies, by which the points had been bought, cost the state, 
however, in diminished income and increased expenses the equiva- 
lent of one-tenth of the total of its annual budget and swelled 
simultaneously the purchasing power of the consumers without a 
corresponding rise in the supply of goods. In both ways, the 
inflationary pressure was enhanced. All in all, it was a shortsighted 
policy for rescuing the stabilisation plan by piling up difficulties 
further ahead. 


Final Round 


The second round terminated, like the first one, in a break- 
down of the stabilisation policy pursued. In January 1956 the 
government decided, labouring as it was under the heavy fiscal 
load ensuing from “points buying”, to free the state from the 
embarrassing escalator clause. The control of wages by the govern- 
ment was, therefore, abolished and the labour market organisations 
were instructed to come to a mutual agreement about wages within 
three months. Simultaneously, most of the price controls for home 
market products as well as some subsidies were removed. 

The prices of agricultural products, however, started to rise 
immediately after the liberalisation whereby the cost of living index 
was forced upwards too. This instigated the trade unions to come 
forward with their old request that the index had to be pressed 
back to point 100 or else wages to be raised equalising the rise in 
consumer prices. As this request was not accepted offhand, a 
general strike broke out in March 1956. After having lasted three 
weeks, an agreement was attained, by which wages were raised 
all-round and then linked to the index at 107, a point, which had 
been reached already before the wages were raised. The old story 
was thus repeated and the equilibrium between wages and prices 
again badly disturbed, with the result that a new inflationary spiral 
could not be avoided. Thus, at the end of 1956 wages were about 
15% higher than a year earlier and the prices even relatively higher 
or about 18°. 

Meanwhile, a slump in trade was on its way. The ball was 
set rolling by the Bank of Finland which, determined: to rescue 
the value of the currency, refused to extend any new credits either 
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to the government or to private financial institutions, and ordered 
these latter even to reduce the total amount of outstanding loans. 
This tightening of the money market was not seriously felt by the 
business community at first, the course of exports continuing 
favourably. The tables, however, became turned as towards the 
end of 1956 the sales in some of the leading exporting branches of 
national industries began to decline, or the prices to fall. 

With the slump in trade, which deepened in 1957 and 1958, 
unemployment started to rise and achieved subsequently dimensions 
not experienced since the days of the Great Depression in the 
1930s. This meant a new blow to the strained financial situation, 
as the state had undertaken to provide employment, directly or 
indirectly, for all unemployed, at the current level of wages. 

Finally, in the spring of 1957, and subsequently, the government 
found itself out of liquid means to meet its financial obligations. 
The central bank continuing to turn a deaf ear to the government’s 
entreaties for aid, steps were taken to ease the strain by raising taxes. 
As far as this action included raising also indirect taxes and excises 
as well as charges for public services, it meant a reversal of the policy 
until then adhered to, for the cost of living index was thereby 
drawn upwards with the imminent danger that the escalator clause 
also would be called into action. 

In this predicament, a new move was made in March 1957 by 
the government to disentangle the state from the escalator clause. 
The labour market organisations were again entrusted to find a 
mutual agreement about wages, the government confining itself 
to the recommendation that such agreements should be based, until 
the end of 1958, on the principle of a two-thirds compensation in 
wages for the rise in the cost of living index, and that from 1959 
onwards, wages should no more be automatically adjusted to the 
cost of living index. 

All earlier attempts to loosen the strings linking the wages to 
the price index had met with a flat refusal from the trade unions, 
as demonstrated above. Now, however, things took a different 
turn, for practically all collective wage agreements concluded in 
the latter part of 1957 and extending over the year 1958, followed 
closely on the lines recommended by the government. This change 
in labour’s attitude seems partly to have been brought about by a 
spreading conviction that the system of full or even overfull com- 
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pensation had done labour no good, as it had lead to a persisting 
inflationary pressure. The hard facts of economic depression may 
also have had a sobering effect, the employers having become less 
ready to yield to new wage demands, and the trade unions again, 
in the face of spreading unemployment, more cautious in their 
aspirations. 

The last index-linked rise of wages, on a two-thirds com- 
pensation basis, occurred in March 1958, the index having then 
reached the point 132. After that no new adjustments were made, 
partly because the rise of prices came to a standstill in 1958 and 
definitely, because the new collective wage agreements, signed at 
the turn of the year 1958-1959, and subsequently, did not contain 
any escalator clause. That was, consequently, the inglorious end 
of the bold experiment with escalator clauses initiated with the wage 
reform in 1947. 

With the decay and final downfall of a wage system which for 
a whole decade had held the community under its sway, the market 
mechanism of prices could again start to function in a normal way. 
Thus, in September 1957 the Bank of Finland raised the exchange 
rates by nearly 40°, an action that was overdue but which had 
been regarded as too risky so long as wages were linked to prices 
on a full-compensation basis. By this step, a better equilibrium in 
Finland’s balance of payments was restored and the depleted ex- 
change reserves began to be replenished. That again enabled the 
government to reduce existing exchange regulations and to move 
towards the liberalisation of foreign trade. 

The most stubborn to overcome, was the slump in trade. 
Though in the spring 1958 first signs of an approaching economic 
recovery were discernible, the improvement was so slow that un- 
employment in the winter 1958-1959 was still record high. Soon 
afterwards the recovery was speeded up, however, and turned, 
before the end of 1959, into a boom, which in 1960 has continued 
in accelerated tempo. Happily this change in the trade situation 
has not yet seriously affected prices; the cost of living index reached 
in June 1960 the point 138, which represented a rise of 5 points 
within one year, after two years of a near standstill in prices. This 
may forebode a new era of rising prices, a tendency strengthened by 
the fact that the agricultural income is still protected by an escalator 
clause. 
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The Inflationary Effect of the Escalator Clause 


Professor Gottfried Haberler has in his excellent study on 
“Inflation Its Causes and Cure” expressed the opinion that cost 
of living clauses in wage and salary contracts and, in later stages 
of inflation, also in debts and securities and other contracts are an 
accelerating factor in inflation: “Such arrangements obviously eli- 
minate some, though not all, injustices of the inflationary process, 
but by the same token tend to bring the process more quickly to 
a head — accelerating the speed of inflation, if the money supply 
is elastic, or raising costs and thus slamming on the brakes, if 
there is no slack in the monetary system”. A universal or near- 
universal adoption of escalator clauses “ would take most (though 
not all) pleasure, profit, and stimulus out of inflation”, for “ if 
any group, say labour or agriculture, or business, or the govern- 
ment tried to steal a march on society as a whole, it would drive 
up all other incomes and prices and even the first recipients would 
gain only little (how much depending on the speed and frequency 
of the adjustments) ” (2). 

Haberler’s proposition that escalator clauses have an inherent 
bias to accelerate inflation, is undoubtedly right. Still one may 
question whether at a certain stage of inflation such clauses, instead 
of slamming on the brakes, actually would not help to put a brake 
on the inflationary process, and this exactly on account of the 
psychological factor that “ most pleasure, profit and stimulus” is 
taken out of inflation. This seems, indeed, to have been one of the 
motives why labour in Finland at last acquiesced in bringing down 
their claims on escalated wages, and finally, to discard them. For 
the course of events was, that the example set by wage-earners in 
trying to protect their real income against the ravages of inflation, 
and even to raise them, was followed in growing degree by other 
groups of income-earners in a position to do so: office workers, 
farmers whose wages became linked to wages by law, owners of 
different categories of money capital such as securities, loan contracts, 
bank deposits, and even life insurance policies. 

With this spreading practice the aspirations of the trade unions 
to cut by this device a larger slice of the national income was 


(2) Gorrrriep Hapsercer, Inflation Its Causes and Cure, p. 34, Washington, D.C., 1960. 
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appreciably reduced, a rise in nominal wages in excess of the rise 
in labour productivity leading to rising prices, a tendency only 
temporarily held back by subsidies, etc. Thus, whereas the ratio 
of labour income to national income grew from 50° to about 60°, 
in the decade 1938-1948, this ratio was in the following decade 
raised only slightly and stood in 1958 at 63°4. But even this figure 
gives a wrong picture of the real course of wages, for, if the effects 
of structural shifts are eliminated — production having expanded 
more rapidly in those trades where the proportion of wages was 
high in relation to the net product — it will appear that the ratio 
of labour income to national income actually somewhat decreased 
from 1948 to 1958 (3). 

But leaving aside this particular aspect of the inflationary effect 
of the escalator clauses and reverting to more central issues of the 
problem, it should be observed that this effect varies considerably 
according to the construction of the clause and the framework 
within which it is built. That may here be illustrated by comparing 
recent experiences in Denmark and in Finland in this respect (4). 

In Denmark, the wage system still prevailing has been in force 
since 1946. The government control of wages was then discontinued 
and wage negotiations left in the hands of the labour market 
organisations, as before the war. The agreement actually concluded 
was based on the prevailing wage level, but it provided for an 
automatic adjustment of wages for increases in the cost of living 
index, the base period of which was October 1945. For every 
6-point rise in the index, equivalent roughly to a 114% rise in the 
price level, wages had to be raised approximately by 1°94 on the 
average. A two-thirds compensation for the index rise was thus 
given the wage-earners. The wage adjustments were to be effected 
half-yearly, two months after every 6-point rise in the index. If 
the rise was more than that but less than 12 points, the additional 
points were to be carried over to the next adjustment period, 
whereas at increases of 12 points or more, the amount of escalated 


increases had to be doubled. 


(3) Cf. Timo Hevera, “ Wages in Finland in 1938-1958”, Bank of Finland Monthly 
Bulletin, No. 4, 1959. 

(4) Cf. E. Horrmerer, Stabile priser og fuld beskaeftigelse, Kobenhavn, 1960; Dupey 
W. Jounson, “ Wage escalators and inflation in Denmark, 1945-1955”, Journal of Political 
Economy, No. 2, 1960. 
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Furthermore, it was decided that the wage agreement thus 
concluded was to be renewed at negotiations recurring within two 
or three yearly intervals, as also happened. The original agreement 
has all the time remained intact, in its main features, in spite of 
the employers’ repeated requests that the escalator clause be elimi- 
nated or modified, at least. One further trait of great importance 
in the procedure of the negotiations is that the contract rates agreed 
upon may well be higher than those provided for by the escalator 
clause, and, moreover, that individual employers are free to pay 
their workers even higher than contract wages fixed at general 
negotiations between the labour market organisations. 

The actual wage increases of the postwar period fall in Den- 
mark, consequently, in the following three categories: 1) automatic 
increases brought about by the escalator clause; 2) contractual 
increases agreed upon at negotiations recurring at two or three 
yearly intervals; 3) individual “ wage drift” increases. During the 
eleven years of 1946-1957 there occurred, according to Hoffmeyer, 
escalated increases every single year except one, yet they covered, 
all in all, only 48°% of the aggregate increase in wages, whereas 
about 21°% fell on “contract wages” and 31°94 on “ wage drift ”. 
Taken together, these latter two, consequently, weighed more than 
the escalated increases and were continuously feeding the “ built-in ” 
inflation mechanism of the escalator clause, which remained a factor 
of rather secondary importance in the inflationary process. There is 
even the possibility that labour might in any case, clause or no 
clause, have come forward with about similar wage requests as they 
actually did, and the employers would in any case have conceded to 
those demands. On considerations like these, Mr. Johnson has 
drawn even the more general conclusion that “ wage escalation has 
negligible inflationary effects, for employers will offer under the 
name of the cost-of-living adjustments part of the increases which 
they would normally have given as a result of the competition of 
labour ”. 

This may be a plausible conclusion as far as Denmark is con- 
cerned during the period in question, though one may suggest that 
the psychological effects of the escalator clause may have been here 
underrated. With regard to Finland, the case is, however, funda- 
mentally different, in spite of the fact that there was the common 
factor of escalated wages. The most conspicuous divergences between 
the two systems were: in Denmark, wages were in the hands of the 
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main labour market organisations and partially decentralized — in 
Finland, they were government controlled and, therefore, centralized; 
in Denmark, wages were linked to the index on a realistic basis 
and the compensation given by the escalator clause was less than 
full — in Finland, wages were recurrently raised at the very 
moment when they were linked to the index with a resulting 
inflationary pressure and the compensation was full or even over- 
full, before the final breakdown of the system; in Denmark, wages 
were adjusted half-yearly and the wages thus adjusted were minimum 
wages — in Finland, the adjustments took place quarterly and 
there was, in principle at least, no elasticity in the wage system. 
Evidently, in nearly all these respects, the built-in inflationary bias 
in Finland was much stronger than in Denmark, and that was also 
the main reason, together with the apparent lack of elasticity, that 
in Finland the escalator clause underwent continuous changes and 
that the stabilisation programs developed from crisis to crisis, 
whereas in Denmark the system is still intact after the lapse of 
some 15 years, 

Thus, absolution cannot be given to the system of escalated 
wages in Finland for the sin of inflation, even if possibly in the 
case of Denmark. On the contrary, the escalator clause represented 
in Finland a built-in mechanism ready to affect prices and wages 
either directly, when called into action, or indirectly, when such 
action was repressed by subsidies and other “ point buying ” devices, 
which themselves were bound to intensify the inflationary pressure 
through the enlarged purchasing power created by this procedure. 
The most pernicious feature of the whole was not, as one might 
imagine, the principle of over-compensation — at rising productivity 
of labour it was, in fact, relatively harmless — but the linking of 
wages to an already obsolete price level, as was repeatedly done. 
The economy was relieved from this load, brought about by 
escalated wages, only through the piecemeal and painful tearing 
down of the system. 

Something might, however, be said in defence of the Finnish 
experiment with escalated wages. It may be regarded as a measure 
of political necessity in a state of emergency, without which the 
chaotic course of wages and prices of the previous epoch might 
have continued and even worsened, after 1947. Actually, there 
occurred, after the wage reform of 1947, a distinct change for the 
better as is demonstrated by the fact, that whereas the annual rise 
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in the period 1945-1948 was in the cost of living index 41° and 
the wholesale price index 38°, the corresponding figure for the 
decade 1949-1958 in both cases was 7°. 

The wage system of 1947 may thus be regarded as the lesser 
evil of two bad alternatives — a poor defence, indeed, for things are 
seldom so bad that they could not be excused by asserting that they 
could be even worse. A better argument for defence might be, 
that there was a chance, as pointed out above, that the inflationary 
pressure, brought about by the wage system, could possibly have 
been “ worked off” by keeping wages stable at rising productivity 
of labour. This possibility, if it ever was present in the minds of 
the actors on the scene, was, however, so remote that it was utterly 
hazardous to build anything upon it, for “too much is expected 
of governments if they are to be asked to keep wage rates stable in 
the face of increased productivity”, as was emphasized by Mr. 
Bernstein in the article referred to above. 


Br. SuviIRANTA 


Helsinki 





New Tasks for Central Bankers 


In 1848 the Sheriff of Lanarkshire recorded that whenever Bank 
Rate was raised, he used immediately to enlarge the available 
poorhouse, hospital and prison accomodation (1). Those halcyon 
days of central banking are irrevocably gone. Nowadays public 
opinion is so conditioned that imcreases in Federal Reserve or 
Bundesbank discount rates are regarded, if anything, as “ bullish ” 
signals for investment, output and employment; for the makers of 
policy are thought to be “leaning against the wind”, and the 
way they lean is taken officially to confirm private guesses about 
the direction of the wind. More often, monetary action is just 
shrugged off as of little consequence anyway. 

There was a time when a distinction between “ monetary ” and 
“other” policy would have been almost incomprehensible. In 
managing internal activity and the external balance, there was 
virtually no other policy but the monetary. The use of fiscal policy 
was not yet fully understood, and the scale of public sector opera- 
tions was in any case too small, except perhaps in wartime, to 
have much effect. Monetary policy was alone in the field, and it 
was very powerful. It could hurt: Bank Rate meant the poorhouse 
and the Bankruptcy Court for some. Today, it cannot hurt very 
much and (or perhaps because?) it is not alone in the field. 

When fiscal policy and other public sector operations gained in 
importance, there was a transitional stage (and some countries are 
still in that stage), where monetary and fiscal measures were decided 
in independent centres of power. Central bankers conducted mone- 
tary and Ministers fiscal policy. Central bankers were generally on 
the side of the angels, bravely working for “ sound money” in the 
face of governmental profligacy. Ministers were generally naughty 


(1) W. W. Rosrow, The British Economy of the Nineteenth Century, Oxford, 1948, 
p. 108. 
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inflationists. Muddled as this situation may have been, it was in 
many ways a blessing. For it was not yet clear that Ministers must 
always come out on top. Central bankers usually seemed to have 
some chance of defeating inflation, breaking a boom and beating 
prices down, and sometimes they did so. The very possibility that 
they might, that prices or employment or both can fall, made people 
aware of the risks of omission or commission. With some uncertainty 
in the economy, the climate remained relatively sensitive to monetary 
control. 

It is this uncertainty which the fusion of monetary and fiscal 
policy has all but removed. If all economic policy is unified and 
conducted by one and the same government, and that government 
is committed to using its policy tools, including the powerful public 
sector, in accordance with the popular will, even the faint-hearted 
will find it difficult to take the possibility of a major slump too 
seriously. For the government cannot doth say that it is going to 
maintain stability and credibly threaten with the sort of monetary 
action that could hurt and depress activity. And, to pursue the tale, 
if people do not believe that they might get hurt, they will be less 
and less sensitive and amenable to guidance by indirect controls. 
Heavy blows rather than gentle pressures will be needed to make 
them alter their plans in the short run. Paradoxical as this may 
sound, the current disbelief in the ferocity of monetary policy obliges 
all economic policy, monetary and fiscal, to be more ferocious or 
at least more disagreeable than is inherently necessary to cope with 
most present-day problems of economic management. 

For one reason or another, modern economies in any case have 
a good deal of stability built into them. A boom no longer “ sows 
the seeds of crisis and collapse”. The problem of preventing really 
bad slumps is virtually dead. The tasks of economic policy all lie 
on the narrow band between moderately full and very full utilisation 
of productive capacities. These seem, at first sight, relatively minor 
tasks: to push the economy a couple of per cent up or down between 
“ floor ” and “ ceiling ” as and when required should not be beyond 
human ingenuity. At the same time, bound up with its very sta- 
bility, and with the very narrowness of the band between the politi- 
cally acceptable “ floor” and the “ ceiling”, there are in a modern 
economy certain features which make it exceedingly insensitive to 
fine steering. 
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Three “Ratchets “ 


Insensitivity to policy pressures can be ascribed to the operation 
of so-called “ ratchet effects” on major economic variables, namely 
that they can rise over time but are (or are thought) most unlikely 
to fall. This, in turn, has much to do with economic growth, such 
as it is, or more precisely with its anticipation. If general growth 
is expected, it seems unnecessary to adjust downwards or backwards 
any variable which has moved ahead too fast; for the economy as a 
whole is fairly sure to catch up with it before long. This feeling 
on the part of business and labour has profound significance. Without 
proper appreciation of the resulting “ ratchets ”, one is almost certain 
either to put impossible burdens on monetary policy or to renounce 
its use in despair. 

Let us therefore, look at three of these basic ratchets in some 
detail. In doing so, we may seem to be overstating the case. 
However, this will be a deliberate overstatement. The intention is 
to stress that this is the way the character of modern industrial 
economies seems to be moving; if it has not quite got there yet, it 


will, for the ratchet tendencies are quite clearly at work. 


The Investment Ratchet 


The absolute volume of new investment increases by disconti- 
nuous jumps. After each increase, it more or less maintains the 
level so reached. Significant falls in investment are resisted by 
institutional forces. 

Public investment is a large and in many countries a growing 
part of total investment. Because of governments’ more or less suc- 
cessful attempts to observe counter-cyclical precepts, or simply be- 
cause contractors are more easily found, orders more easily placed 
and work more quickly carried out for public projects when private 
demands for plant and building are less pressing, public investment 
is unlikely to fall when private investment does. But private invest- 
ment itself will also tend to be maintained at least at the level 
reached in the immediate past. For one thing, in large concerns it 
is no longer solely motivated by market prospects but at least as 
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much by the inertia and reluctance of management to upset already 
sanctioned capital budgets and revise development plans which have 
been drawn up for several years ahead. For another, market pro- 
spects themselves will seldom call for downward revisions if the 
management expects general economic growth to continue. A par- 
ticular company’s or industry’s capacity may be more than adequate 
today — its plant may even have been over-expanded in the past 
and got ahead of the expansion of its market — yet the projection 
of some growth of the market into the future may nevertheless make 
the maintenance of a given level of investment seem justified. 

In short, caution, conservatism, a “ wait-and-see” attitude and 
so forth, which used to mean suspension or reduction of investment 
activity, today are more likely to mean that people for a while 
refrain from stepping up their investment plans. An actual reduc- 
tion in the rate of capital expenditure, however, would be considered 
quite a drastic step, and also an admission of failure, by many indus- 
trial managements. 

Conversely, increases in investment tend to come in fairly sharp 
form as, with confirmation of the expected market growth or 
technical opportunities, firms draw up new long-run capital develop- 
ment plans. Inasmuch as the periodicity of wait-and-see and resumed 
expansion, of old and new long-run capital budgets, tends to be the 
same throughout industry, all private investment will also tend to 
rise by abrupt jumps from one plateau to the next. The altitudes 
of the successive plateaus may well follow some steady trend line, 
showing a constant average yearly rate of growth over, say, a decade 
or two. This may mask, but does not remove, the variation in the 
rate of year-by-year growth in the volume of investment from a zero 
rate to some higher-than-average rate between one plateau and the 
climb to the next one (2). 


(2) Table 1 summarizes recent annual total investment data for the principal industrial 
countries of the Western world. It has no more. than illustrative value, if only because 
“plateaus” and “climbs” do not follow calendar years, and therefore yearly totals do 
not bring out very well the periods of nearly constant and of sharply growing investment 
volumes. The second figure in each square is gross domestic fixed capital formation, and our 
“ ratchet ” hypothesis is perhaps better supported by this set of figures than by the first set 
which also includes changes in inventories. Decisions about inventories appear still to be 
taken on short-run consideration and hence are not dominated by businessmen’s beliefs in 
the long-run growth of demand. 
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GROSS DOMESTIC INVESTMENT (1) TABLE I 
AND GROSS DOMESTIC FIXED CAPITAL FORMATION (2) 


OEE. | West 

=—=- | Ree Italy U.K S. 
| combined spr Germany 7 : = 
| 





(in billion (in million (in billion 


i . (in billion 
| (in billion (in billion live) sterling) U.S. dollars) 


| U.S. dollars) francs) 


| 1948 (1) 25-4 n. a. 
(2) 23.8 n. a. a. 1559 1869 50.9 

1949 (1) 28.1 2520 .@. 1625 2006 48.2 
(2) 26.2 2220 + 3 1554 2031 49.6 

1950 (1) 30.6 2530 . 1862 1884 63.7 
(2) 28.6 2250 . 1729 2130 56.6 

1951 (1) | 34.1 2500 . 2102 2694 65.8 
(2) | 29.5 2360 : 1890 2134 56.7 
1952 (1) | 32.6 2530 . 2085 2178 60.5 
(2) | 30.3 2320 . 2095 2143 56.5 

1953 (1) | 34-2 2440 . 2295 2503 63.4 
(2) | 33-0 2330 . 2265 2375 53.9 

1954 (1) 37-6 2660 < 2490 262° 60.5 

i (2) 36.3 2540 . 2454 2578 60.1 
1955 (1) | 43-5 3020 2895 3925 73-7 
(2) 40.1 2870 ; 2706 2710 66.2 
| 1956 (1) 45-7 3320 ; 2030 3106 71.4 
(2) 42.9 3110 J 2927 2841 67.4 
| 1957 (1) | 48.3 3640 45-0 3277 3262 68.5 
(2) | 45-1 3440 41.1 3196 2962 67.4 

1958 (1) | 48.1 3860 46.8 3382 3023 60.8 
(2) 45-7 3510 42-9 | 3198 2973 62.5 


Source: O.E.E.C. General Statistics, January 1960. 


= 3 
at A ; aes 
| 


1524 2043 57-4 


TABLE 2 
NON-AGRICULTURAL EMPLOYMENT (Wage-earners and Salaried Employees) (1953 = 100) 


U.S, France Germany 

j 
1950 f go 98 87 
195! 95 101 g2 
1952 97 101 g6 
1953 100 100 100 
1954 102 97 101 105 
1955 104 100 103 It 
1956 105 105 103 117 
1957 105 105 107 122 
1958 104 102 107 123 
1959 (approx) 105 104 106 n.a. 


Source: O.E.E.C. General Statistics, January 1960. 


SHARE OF WAGES AND SALARIES IN NATIONAL INCOME 
TABLE 3 
195t | 1952 | 195 1954 | 1955 | 1956 | 1957 
— — — 
France . . . 56.1 | 57.2 57.0 58.7 57-7 59.1 58.9 | 
Germany . . 58.6 | 58.6 60.0 61.3 60.9 62.0 62.4 
ase Ss 0 72.3 71.7 Ft. 70.7 73-2 73-4 73-5 
ea 64.9 67.1 | 68.1 69,5 68.5 70.0 70.7 


Source: U.N. Yearbook of National Accounts Statistics, 1958. 
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The Employment Ratchet 


The absolute volume of employment never falls significantly (3). 
Increases in unemployment may occur if the labour force itself is 
growing with population increase, migration from subsistence agri- 
culture to paid industrial employment, etc. But labour once em- 
ployed will seldom be actually dismissed. Because of social forces 
(paternalism, employment legislation, desire for good will) or on 
ordinary economic considerations, firms will normally do their ut- 
most to avoid actual reductions in numbers employed. 

This tendency is strengthened by the same sort of “ growth” 
assumptions as were said to be responsible for the “ratchet” in 
fixed investment. A fall in the absolute level of activity in the firm 
is by assumption temporary if the belief in long-run expansion 
persists; for general growth is bound sooner or later to take up the 
slack. The firm will therefore only dismiss redundant labour if it 
is confident of being able to re-employ it when the time to do so 
comes, and that time is never thought to be very far off. However, 
with other firms probably also coming into the labour market just 
then, the risk of letting labour go now is felt to be great, especially 


if what the firm will need is not “ labour” in general, but particular 
people familiar with particular jobs in the firm. In this sense, to 
maintain “ job-security ” by keeping redundant workers on the pay- 
roll may be a way of keeping expected labour costs down. 


The “Fair Shares“ Ratchet 


The share of wages in the national income never falls signifi- 


cantly (4). 


There are two sets of reasons for the resistance to a decrease in 


(3) This proposition is illustrated by Table 2. Unfortunately, Italian data for this table 
and for Table 3 are not available in the sources used, and inclusion of data from other sources 
would have affected their comparability. 

(4) Table 3 illustrates this tendency in annual percentage figures. A secular upward 
trend in the share of wages and salaries would result from a relative contraction of peasant 
agriculture, as well as from a relative expansion of the “ service ” component of the national 
product (including government services) which is highly labour-intensive. However, over the 
short period covered by the table, these trend factors are unlikely to have had much effect. 
The reasons discussed in the main text above were probably more important in maintaining 
an upward bias and minimizing any cyclical decreases in the share of wages. 
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the share of wages, and either one in isolation may be strong enough 
to hold the share of profits down; the two together are very power- 
ful. One set is social, and is bound up with notions of fairness or 
justice — notions which have an ever stronger hold on public 
opinion, Wage determination is increasingly becoming a political 
issue, even in countries whose governments profess to adhere to the 
ideal of free collective bargaining. Governments almost inevitably 
get themselves involved in wage determination partly through being 
large employers themselves, and partly because of the electoral 
significance of major industrial disputes. Thus general notions of 
justice exert their influence on the course of bargaining, and this 
influence (in the nature of the case) cannot very well take the form 
of “justice for capital”. Any bias it imparts will be in favour of 
labour. 

A special form of the notion of “ fair shares” seeks to relate 
changes in wages to changes in productivity. “ National” wage 
policies are inspired by this notion. It is said that if average money 
wages go up at the same annual percentage rate as average pro- 
ductivity, then wage-increases will be non-inflationary. This pro- 
position, though superficially plausible, is no more true than its 
opposite, but its spurious connection with such a desirable objective 
as price stability reinforces its appeal to the public’s sense of justice. 
For it seems only fair that if workers produce n per cent more, 
their real reward should also rise by m per cent, and if this also 
happens to be the right policy against inflation, so much the better. 
In principle, the linkage of proportionate real wage and productivity 
changes should result in a perfectly constant share of wages in the 
national income. In practice, however, the linkage is more likely 
to act as a mere floor, so that wage increases tend to be at least as 
great as productivity increases but may occasionally be greater, bring- 
ing periodic increases in the share of wages, or inflation, or some 
of both. 

Beside social forces, economic ones also give an upward bias to 
the share of wages. The “ productivity” figuring in popular dis- 
cussions is, of course, output per man which includes the “ pro- 
ductivity ” of the capital employed with the labour. A rise in output 
per man engendered by a growth in capital per man will not neces- 
sarily mean a rise in the marginal productivity of labour and hence 
in its “ economic ” demand price in the same proportion as output 
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has risen (5). However, growth of the capital stock at a faster rate 
than of the available labour force tends to inspire organisational and 
technological changes designed to economise with labour so that 
fewer men can produce the same output, and the same number of 
men can produce a larger output. In other words, the production 
function itself will be systematically changing, causing an increase 
in the marginal product of labour relative to that of capital at any 
given total labour and capital stock. Insofar as real wages conform 
to the marginal product of labour, these technological changes tend 
to pull up the share of wages even though they are inspired by a 
desire for dispensing with extra labour and protecting profits. 


The Working of a “Ratchet™ Economy 


“Growth with inflation” can be traced back in a simple way 
to the combined effect of the “ ratchets ” in investment, employment 
and the share of wages on the saving-investment balance. 

To begin with, individual propensities to save are likely to be 
reduced, if only because greater job security lessens the precautionary 
incentive to saving. Moreover, a confident belief in the growth of 
future income is an inducement to save less, or actually to dissave, 
out of present income. The growing demand for consumer credit 
surely owes something to this inducement. 

In addition, even with given individual propensities to save, the 
aggregate savings ratio depends on the distribution of the national 
income between wage-earners and profit-earners, and between the 
personal and the corporate sector. A higher share of wages means, 
cet par., a lower aggregate savings ratio. 

Yet the real difficulty arises not from the savings ratio being 
low, but from its being relatively stable. Fluctuations in domestic 
investment can, in principle, be accomodated in three alternative 
ways. Either the whole national income must fluctuate, with the 
savings ratio staying stable; or the savings ratio must fluctuate, with 
national income staying stable; or finally the external balance of 
payments must fluctuate. All three cannot stay stable in the face 
of unstable investment. Any two can be shielded from fluctuations 


(5) The belief that it does mean that, and that factor shares thus stay the same, rests 
on the idea of an unchanging production function of the Cobb-Douglas kind. 
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provided the third can be made to carry the burden. For perfectly 
good reasons, in modern times neither national income nor the 
balance of payments can be made to do so; they must both be 
shielded. This leaves the onus of adjustment to the savings ratio. 

In old-fashioned, “ ratchet-less” economies the savings ratio 
did in fact serve as an adjusting mechanism. With the “ widow’s 
cruse” at work, a change in investment meant a similar change in 
the share of profits, and hence in savings. Today, however, an 
investment boom is only partly reflected in higher profits. To a 
large extent, its counterpart is claims for higher wages. Instead of 
the widow’s cruse, the fair shares ratchet is at work. Consequently, 
the share of wages does not fall and the savings ratio does not rise 
significantly when investment rises. If, before the rise, there was 
no very marked unemployment and excess capacity in the economy, 
so that there is no “ give” in national income, the stability of the 
aggregate savings ratio implies that any abrupt rise in investment 
must bring either inflation, or balance of payments trouble, or more 
likely both. 

Moreover, once this trouble develops, it will not be cured rapidly; 
for the ratchets do not allow a short and sharp cut-back of invest- 
ment and employment. With investment intentions maintained, 
inflation, the wage-price spiral and the other wearisome symptoms 
of the savings-investment imbalance persist until the year-by-year 
growth of capacity ceilings and national income eventually catches 
up and investment is at last comfortably matched by the savings 
potential. 

How, then, is growth without inflation possible? Taking our 
ratchets literally, we can see only two ways for this to happen. One 
is that investment should grow, not by abrupt leaps from one plateau 
to the next, but by creeping upwards in steady and minute steps, 
always keeping to the same gentle upward slope as does the “ ceil- 
ing ” of the aggregate national income (and hence the savings poten- 
tial) itself. 

But it is almost certainly hopeless to expect this. If investment 
plans are raised at all, they will be raised discontinuously and by 
more than just a minute fraction at a time. If monetary policy set 
itself the task of ensuring that investment should grow at a constant 
year-by-year rate, it could not but fail. Nor is fiscal policy likely 
to succeed; for post-war experience has shown that public expend- 
iture is not as fine a tool of counter-cyclical management as it pro- 
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mised to be. What it undoubtedly can do is to keep all investment, 
and the “ floor ” of economic activity, fairly high — which, however, 
is not the same as keeping it on an even keel. 

The other alternative is to run the economy well below capacity 
so that when investment jumps, it should be able to do so without 
hitting the ceiling. Under this alternative, excess demand is pre- 
vented by having a safety margin of spare capacity in hand. When 
investment does expand, it just takes up the slack, and that is all. 
Then, as the economy continues to grow while investment keeps 
level on a plateau, spare capacity gradually builds up again, room 
is created for another expansion, and so it goes on. 

One or two of the most prestigious monetary authorities have 
in recent years been leaning towards this sort of anti-inflationary 
strategy. But it has its costs and dangers. It is fair to suppose that 
when investment does jump, it will attempt to jump by as much 
as ten per cent or more. To avoid inflation, savings must jump 
with it by an equal percentage. However, if the share of wages 
cannot fall and that of profits cannot rise in the boom, the share 
of savings will not sufficiently do so either. To get a ten per cent 
increase in savings without a significant rise in the ratio of savings 
to national income, it is necessary that national income itself should 
rise by about ten per cent — which it can only do if, prior to the 
boom, it was running at least ten per cent below the “ ceiling ”. 

Such degree of slackness may be too heavy a price to pay for 
anti-inflationary insurance (6). Moreover, there is the risk — though 
perhaps overrated in the recent alarm-mongering about, for instance, 
the American stagnation — that keeping the economy slack might 
discourage the very expansion in investment for which it was de- 
signed to reserve headroom. 

Be that as it may, it seems distressing to have to conclude that 
this is the best economic policy can do — that modern economies 
just do not lend themselves to more refined management. 


(6) There is, of course, the very respectable argument that under-utilization is nothing 
to worry about. If it is the necessary condition for a fast rate of increase of output, more 
rapid growth over the years will in due course compensate for the output lost through keeping 
it below capacity. The choice between higher initial output and employment on the one hand, 
a faster growth of a smaller initial output over a period on the other, is then no more than 
the familiar classical choice between present and future. It reduces itself to a matter of time 
preference. Moreover, it is widely believed that under-utilization is a necessary condition 
for faster growth, mainly because it alone can prevent wages from running away with the 
economy. (Cf. The Council on Productivity, Prices and Incomes, First Report, para 117; 
F. W. Patsu, “ Inflation in the U.K., 1942-57”, Economica, May 1958). 
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Can Interest Rates Cope ? 


In all this, nothing has been said about the effect of interest 
rates on either investment or saving — except the resigned remark 
that interest rates tend to be shrugged off as of small importance. 

Is, however, this really right? After all, interest used to be, 
and in many economics textbooks still is, regarded as the marginal 
regulator par excellence. Yet a large body of opinion has virtually 
despaired of its efficacy in this role. 

It is held that savings are entirely determined by the level and 
distribution of the national income and social habits. Interest is 
partly an incentive to saving, but partly a dis-incentive, for the 
higher it is the smaller the amount of saving a man must accumulate 
to secure a given retirement income and so forth. Therefore, it is 
said, it is best to regard saving as quite irresponsive to interest rates. 

For the irresponsiveness of investment to interest rates, two 
reasons tend to be given. The first is that, because the maintenance 
of full employment and aggregate demand is nowadays taken for 
granted, the demand for new capital has become highly insensitive. 
When investors have little fear of the future, they take the bit 
between their teeth and ignore gentle monetary guidance. Changes 
in interest rates of one or even two per cent are too small to have 
any perceptible effect on their plans, while still larger changes (par- 
ticularly in long-term rates which must, for various reasons, stay 
fairly stable) are impracticable. 

The second explanation blames the absolute lowness rather than 
the relative stability of rates. Because the economy is thought to be 
depression-proof, subjective risk factors no Jonger depress the ex- 
pected profit rate. The subjective yield of real capital has thus risen 
way above the current rate of interest. If people confidently expect 
to make over ten per cent on capital, it will not matter to them 
whether interest rates are five or six per cent, though it would, 
perhaps, matter whether they were ten or twelve per cent. The 
whole demand curve for new capital is, as it were, beyond the reach 
of any practicable monetary policy. Whatever it is that determines 
the actual volume of investment, it cannot be the sort of interest 
rate level — a paltry four to seven per cent — which rules in civil- 
ised countries. Yet to push that level up into the stratospheric range 
where investment would become marginally sensitive to the cost of 
borrowing, is unthinkable. 
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Plausible as all this sounds in a static context, it is much too 
defeatist in a dynamic one. We may safely concede that where five 
per cent is ineffective, a once-for-all increase to five-and-a-half would 
not produce much of an effect either, provided it was to stay at 
five-and-a-half forever after. 

Take, however, the same actual change coupled with dynamic 
expectations of some further change. The actual change reduced 
the capital value of a ten-year bond from 100 to 96.1, or roughly by 
4 per cent. He who expects the rate to move back to the original 
five per cent within a year expects this capital depreciation to be 
restored. Thus he is in effect reckoning that money placed for the 
next twelve months should yield about 94 per cent (made up of 
54 per cent current interest and 4 per cent expected appreciation 
in the price of the bond). For the holder of such bonds, 914 per 
cent is the reward for not selling them till next year. For the pro- 
spective investor, 9'4 per cent is then the opportunity cost of invest- 
ing in physical capital now instead of waiting till next year (7). 

Needless to say, average market opinion never expects a rise in 
interest rates to be reversed; if it did, the reversal would take place 
at once. However, for marginal changes in aggregate investment 
intentions it is sufficient that some people should disagree with the 
average market opinion about future rates. 

As we have seen, for those who do disagree even moderate 
changes in actual market rates may be tantamount to tremendous 
swings in “ subjective” rates from, say, a low of 1 per cent to a 
high of 1o per cent or more (8). 

These are sharp changes and, at the high end, stratospheric 
levels indeed; with disagreement in depth, we may thus get the 


(7) Conversely, he who expects the rate to go on rising from 5.5 to 6 per cent within 
a year would reckon that to borrow on ten-year bonds now rather than next year would only 
cost him about 1.5 per cent (made up of 5.5 per cent current interest for the year less about 
4 per cent depreciation in the price of the bond he will have had sold or issued). 

(8) Those who expected a rise in the bond rate to reverse itself would naturally seek 
an advance or other short-term bridging finance as an alternative to deferring their plans. It is 
on their actions that control of bank credit would have sharp effects. This goes against the 
now fashionable view that “ squeezing” bank credit is futile, because if you cannot raise 
money from the banks (short) you will simply go elsewhere (long), and that uncontrolled 
insurance companies, private bond sales or the mortgage market can defeat the purpose of 
controlling the banks. This would only be true if all prospective spenders were indifferent 
between borrowing short or long; which, in turn, is only the case when they all agree with 
the average market opinion about future rates, i.e. when there is unanimity in the market. 
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effect from moderate and fairly stable interest rates that we feared 
could only be got from extremely high and volatile ones. 

It should not be beyond the ingenuity of the monetary auth- 
orities to create sufficient division in market opinion. What seems 
to be essential is that open-market action should be bold and decisive, 
“too much” rather than “ too little ”, laying the basis for a reversal 
rather than for further small and timid moves in the same direction; 
while a once-for-all change (expected to stay forever) is merely inef- 
fective, the suspicion of future changes in the same direction can 
actually have perverse effects. 


« Playing » the Durable Markets 


Vastly more important, however, than expected changes in bond 
prices are expected changes in the prices of currently produced goods 
whose purchase can easily be delayed or accelerated. The more 
developed an economy, the higher proportion of its total expenditure 
is spent on this kind of product; roughly, on capital and durable 
consumer goods. If only central bankers could learn to play upon 
expectations of durable goods prices, they might well regain much 
of the potential influence over the course of the economy which 
they lost through the presence of the various modern political and 
social constraints, ratchets and floors. This becomes readily apparent 
if we contemplate how expected price changes affect the timing of 
expenditure on durable goods. 

The opportunity cost of buying any durable good now rather 
than next year can be defined as the money rate of interest Jess the 
expected rise in the money price of the good in question. This cost 
would have to be compared to the yield of the good, e.g. to the 
expected satisfaction from possessing a durable consumption good. 
The cost of purchasing now, rather than postponing till after an 
expected change in the price has taken place, can actually be nega- 
tive if the period concerned is not very long and the expected price 
rise not very small; for then the gain from anticipating the price 
increase more than offsets the interest charge on the outlay for the 
period. Conversely, the cost is positive, and possibly very high, if 
the price is expected to change downward, for then the loss from 
having bought too soon must be added to the interest charge. For 
instance, if the money rate of interest is and stays 6 per cent, and 
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the price of a durable good is expected to fall by 10 per cent within 
six months and then stay stable, buying it now involves a cost of 
26 per cent, while waiting for it for six months would be rewarded 
with a 26 per cent profit. Once the expected fall in the price mate- 
rializes, the cost of going ahead with the purchase, or the reward 
of further postponing it, drops back to 6 per cent. 

Subjective opportunity cost changes of such magnitude must 
powerfully affect the timetable of placing orders and letting con- 
tracts for a given investment programme. If investment suddenly 
leaps ahead too fast and prices of building or machinery rise, the 
price increase can cause the timetable of ordering to accelerate (if a 
further price increase is expected) or to slow down (if the original 
price increase is expected to reverse itself). 

Just as powerful, however, could be the effect on saving, and 
particularly on personal saving. Aggregate saving intentions over 
a longish period do not have to increase (though no doubt it would 
be welcome to policy-makers if they did). It is sufficient if the time- 
distribution of an unchanged amount of saving is altered so that 
more of it is done when investment is booming and less when it 
is merely idling along on a plateau. This would be the result if 
purchases of durable consumer goods were postponed in response 
to increases in their price. 

If the great mass of consumers will, by rearranging the timing 
of its planned purchases of television sets, motor cycles or refriger- 
ators, save or dissave according as prices go up or down, the 
aggregate savings ratio in the economy will fluctuate in the required 
direction even with the share of wages being constant or rising. 

All this is best seen in a historical perspective. When a price 
is believed to have a “normal” level, deviations from that level 
induce expectations of a return to normalcy, and hence acceleration 
of durable goods purchases when the price falls and postponement 
when it rises. Given this belief in normalcy, price increases can 
therefore powerfully correct excess demands. However, in most 
countries of the West we have had two decades which eroded this 
belief. Instead of a normal price, investors and consumers got 
accustomed to a normal rate of increase of price. They learnt that 
after each price increase, the price either goes up further or stays 
at the level it had reached; it, too, obeys a “ ratchet ” which is really 
the resultant and culmination of the other, more basic ratchets in 
employment, wages and investment. As long as this price ratchet 
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is thought to be at work, people’s expectations will be of the wrong 
sort, and instead of the hoped-for effects on investment and saving, 
price increases will have either no effects or perverse ones. 

This, undoubtedly, is the crucial problem of modern monetary 
management. Price increases are now its enemies: it has got to 
convert them into allies. Yet it is useless to ask people, investors 
and consumers alike, to expect a price to fall in the near future just 
because it has risen in the recent past. In the last twenty years or 
so, they have been educated out of this, and before monetary policy 
can hope to be helped rather than hindered by price-changes, it 
must first teach people to believe that prices are liable to go down 
as well as up. People will learn by experience, and the groundwork 
for rehabilitating monetary policy consists above all in creating some 
actual experience of price falls following after price rises. 

It may be next to impossible, and perhaps undesirable, to bring 
about a perceptible fall in the general price level; but this is not 
necessary. Economists are interested in general price indices, while 
the investors and consumers (who in the last analysis make the 
general price level) are interested in the prices of selected goods 
they contemplate buying now or in the future. Some prices have 
occasionally to fall in order to make people believe that a price 
which has just risen will soon fall, for prices in general are liable 
to move both ways and not only upwards. 

Weapons are available in the armoury of the authorities to bring 
about sporadic falls in some durable goods prices (and to give such 
falls plenty of publicity). They include such relatively orthodox 
measures as the unexpected imposition of selective credit controls 
forcing weak holders to unload stocks at cut prices, or sudden and 
drastic import liberalisation in selected goods. However, more un- 
orthodox measures may also be necessary. Central bankers are 
accustomed to play, by open-market operations and by regulating 
the flow of bond issues, on the prices of fixed interest securities. 
Ordinary shares (i.e. claims on existing real capital whose prices 
sheuld reflect the attractiveness of acquiring new capital assets) are 
an equally logical and perhaps more important target for open- 
market action by the monetary authorities. They may, in order to 
get a grip on the economy, even have to play for a period upon 
actual durable goods prices by conducting “ open-market operations ” 
in cement and steel beams, washing machines, refrigerators and 
standard machine tools. 
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The important thing is to aim, not at stabilizing prices, but at 
making them fluctuate up and down, so as to accustom prospective 
buyers to think speculatively about the timing of their actions. Nei- 
ther steadily rising nor stable prices help monetary management in 
regulating activity; only fluctuating ones can. They are a short-run 
ally, but the long run is after all made up of short ones, 

Once the climate of expectations is “ right ”, interest rates must 
begin to get “leverage”. Working upon and in turn subjectively 
magnified by price changes, they should almost by definition be 
able to cope with the most unwieldy of modern economies, despite 
all the downward rigidities or “ ratchets” in investment, employ- 
ment and the factor shares. In pre-war times, expectations in a 
sense used to look after themselves, whereas now, at least for a tran- 
sitional period, the authorities have to look after them. This is cer- 
tainly not to say that monetary policy, and interest policy in part- 
icular, has become necessarily ineffective. All it means is that, like 
nearly everybody else’s, the central banker’s task has become a more 
demanding one. 


A. E. Jasay 
Oxford 
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ASSETS (Million lire) LIABILITIES 
Cash, Balances with Bank of — & Capital 20,000.0 
Money at call . 147,405-6 Ordinary Reserve Fund 11,200.0 
Treasury Bills . 230,667.0 Staff Retirement Fund & Provident 
Govt. or Govt. ry Securities 85,507.8 Fund ,  & a 23,931.0 
Other Securities 24,693.0 Deposit & Current Aecmams : 808,955-1 
Bills discounted 265,625.9 Correspondents 182,067.1 
Advances and Loans 326,800.8 Current accounts with anne’ Sections 7,659.0 
Contangoes Be 19,605.0 Circular cheques (assegni circolari) . 23,893.6 
Due from Correspondents . - - 106,237.1 Advances taken 37-5 
Current accounts with Annexed Sections 10,982.0 Bills for collection . . 57»992-1 
Customers’ liabilities for guarantees, Guarantees, Acceptances, etc. . 136,635.7 
Acceptances, etc. 136,635.7 Miscellaneous accounts . 86,651.1 
Miscellaneous accounts . 3 5,819.4 Unearned discount, etc. 6,080.4 
Due from capital subscribers . 9,162.8 Profit as per attached account 1,073.0 
Participations — 
Premises, Furniture ont Resieeet — 
Total . 1,369,142.1 Total . 1,369,142.1 
Securities deposited by third parties . 458,341.4 Depositors of securities 458,341-4 
Staff Retirement Fund & Provident Bank’s securities guaranteeing Staff 
Fund: Bank’s securities homens as Retirement Fund & Provident Fund 22,706.4 
guarantee 22,706.4 
1 ,850,189.9 1,850,189.y 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund L. 3,609,561,790 


SECTION FOR HOTEL 


AND TOURIST CREDIT 








Aggregate Capital and Reserves L. 4,974,576,072 


SECTION FOR CO-OPERATIVE CREDIT 


Capital and Reserves L. 2,926,126,717 - Government Guarantee L. 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 4,498,698,668 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 2,076,625,411 


SECTION FOR THE FINANCING OF PUBLIC WORKS AND PUBLIC UTILITY PLANTS 
Aggregate Capital and Reserves L. 


1,000,000 ,000 
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BRANCHES IN ITALY 


ALGHERO FIRENZE Pesaro 

ANCONA Focc1a PESCARA 

Ascout PicENo FoLicNo PIACENZA 
AVELLINO Forti Porto REcANATI 
Bari FRATTAMAGGIORE Porto San GrorGio 
BENEVENTO GENOVA Porto Torres 
BERGAMO Genova - SAMPIERDARENA Prato 

BIELLA GorizIa RAVENNA 
BoLoGNa GrossETo Reccio CALABRIA 
BoLzaNo IGLEsIas Reccio EmILia 
Brescia IMPERIA Ricctone Marina 
Brunico Jest RIMINI 

CacLiari LANCIANO Roma 

CARRARA L’AgQuliLa RosaRNo 
CAsTEGGIO LATINA CENTRO SALERNO 


Caste, San GIovANNI 


LATINA SCALO 


San BENEDETTO DEL TRONTO 


CATANIA Lecce SassaRI 

CaTTOLICA Livorno SAVONA 

CHIETI Lucca ScHIOo 

CHIOGGIA MAcERATA SENIGALLIA 
CiviTANova MarcHE MANTOoVA SOTTOMARINA DI CHIOGGIA 
CIVITAVECCHIA MERANO STRADELLA 

Como MEssINA SULMONA 
CoriGLiaNno CALaBRo MILANo TERAMO 
CorRTEOLONA MopDENA Torino 

CosENZA MonsuMMANO TERME TRENTO 

CREMONA Napo.t TRIESTE 

CroToNE Nota UpINE 

CuNEOo Nuoro Ursino 

Empo.t OrIsTANO VENEZIA 
FaBrRIANO Papova VENEzIA - MEsTRE 
Fano PALERMO VERCELLI 

FERMo PARMA VERONA 

FERRARA Pavia VICENZA 
FrorENZUOLA D’ARDA PERUGIA VoGHERA 


DEPENDENCIES ABROAD 
Representative Offices: NEW YORK - 1, Wall Street — LONDON E.C, 2 - 
T.LE.C., 54, Threadneedle Street — PARIS - 4, Rue de 
la Paix — FRANKFURT a.M. - 68, Bockenheimer Land- 
strasse — ZURICH - T.1.E.C. Aktiengesellschaft, Schanzen- 
graben 23 — MONTREAL .- T.LE.C., 1425, Mountain 
Street — RIO DE JANEIRO - T.LE.C., 109, Avenida 
Rio Branco — CARACAS - T.I.E.C., Avenida Urdaneta - 
Edif. Sudameris. 


Branch in Spain: MADRID - Calle del Principe, 12. 








Autorizzazione del Tribunale di Roma No. 2159 





Stabiliments Aristide Staderini - Roma - Via Crescenzio, 2 
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